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General Principles 


ORIGIN AND GROWTH 


V ’ ' C& c 


, >ST Accounting is a recon. development in the accounting'world. 

Since the beginning o- the twentieth century and particularly 
1 after the Firs ' orld War (1914-1918), the industrialists 

SeTn^e mte'and morrcost WcioJ This was due partly because 
r growing competition between manufacturers and partly because 

,f increasing government control over pricing. During World War 

' most of the manufacturing was done on the cost plus system^ 
hiring World War II many governments brought down legislation 
■vhich^liad the effect of placing almost a blanket control over prices, 
rhus it became imperative for manufacturers : 

(<s) to make eforts constantly for improving the quality of 
* their products. . , 

(b) to trace costs accurately of each job or product*completed 
or manufactured by them. 


(c) to control costs. 

Financial accounting failed in achieving these objectives, 
therefore it made the accountants to think and a new technique ot 
Mounting known as Cost Accounting developed. Today, it has assu- 
ned so much of importance that if an industrial concern does not 
have an efficient costing system, its very'survival may become 

difficult. 


MEANING AND SCOPE OF COST ACCOUNTANCY 


he term cost accountancy is wider tha- the term cost accounting, 
according to the Terminology of Management and Financial 
Accountancy published by the Institute of Cost and Management 

1. A system under which the manufacturer is entitled to receive from 
the customer (or the contractee) a price usually consisting of prime 
cost of the product plus a fixed percentage of it to cover overhead 
and profit. 
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Accountants, England, cost accountancy means, “the application o 
costing and cost accounting principles, methods and techniques t< 
the science, art and practice of cost control. It includes the presen 
tation of information derived therefrom for the purpose of manage 
rial decision making.” Cost accountancy is thus the science, art an 
practice of a cost accountant. It is a science because it consists 
organised or systematic knowledge, which a cost accountant m 
possess for proper discharge of his functions. As a matter of fa 
the cost accountants knowledge should not remain restricted only t, 
such subjects which cost accountancy embraces but it should extern 
to such subjects like production control, operations research, lincai 
programming which will help him in application of his cost account¬ 
ancy knowledge to the problems of the business. 

Cost accountancy is also an art because it involves costing 
techniques and methods, such as those of differential or marginal 
costing, standard costing et£^ The application of these techniques 
help the cost accountant in deciding how to control costs, whether to 
go for replacement of the existing plant by a new one or not etc. 

Cost accountancy is also the practice of a cost accountant be¬ 
cause he has to make constant efforts in the field of cost accountancy. 
He has to endeavour constantly for reducing costs, present cost infor¬ 
mation in a condensed but in lormative way to the management so 
that the management may take proper action at the opportune time. 

Cost Accountancy includes several subjects. They are 
follows : 
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Cost accounting 

Cost accounting is the process of accounting for costs. It 
embraces the accounting procedures relating to recording of all in¬ 
come and expenditure and the preparation of periodical statements 
and reports with the object of ascertaining and controlling costs. It 
is thus the formal mechanism by means of which costs of products 
or services are ascertained and controlled. ^ 

S 'Costing 

Costing is “the technique and process of ascertaining costs.” 1 
Cost accounting i% different from costing in the sense that the 
former provides only the basis and information for ascertainment- 0 f 
cost. Once the information is made available, the costing can be 
carried out arithmatically, by means of memorandum statements or 
by method of integral accounts. 

However, the two ternf?—costing and cost accounting are olten 
used interchangeably. No such distinction has also been observed 
for the purpose of this book. 

Wheldon has given an exhaustive definition of costing after 
expanding the ideas contained in the definitions of the terms ‘cost¬ 
ing* and ‘cost ‘accounting’. According to him costing is, “the 


1. Cost and Financial Accountancy Terminology published by I.C.M.A 
England. 


GENERAL PRINCIPLES 


3 


classifying recording and appropriate alloc;ation ^ceTf'tfereU.fon 

^ srtrs o /r » f p«*. 

ability.” 1 . 

Wilmot has summarised the nature of cost accounting a, the 

must be up-to-date, selective and pithy. As a P^e*^*™* com ‘ 
bine knowledge and experience with foresight and courage.—___ 

c^6ost control 

A cost accountant now is not only concerned with the 
ascertainment of costs and fixing selling prices of the produ.ts bu 
also with furnishing such information as to enable the management 
to control the co,ts 8 of operating the business. As a matter of fac 
the latter function has become the prime function of the cost 
accountant these days. Cost control is exercised by a variety oi 
techniques such as those of standard costing, budgetary control and 
quality control etc. Submission of periodical reports by him also 
helps management in exercising better control over cost * n *°c 
example, a statement of value of stocks (raw materials, finished 
goods and work-in-progress) on hand together with relevant ratios 
will show whether there is any tendency of over or under-stocking. 

^ ✓ * • 

.^"^Cost audit 

' Cost audit is the verification of cost accounts and a check on 
the adherence to the cost accounting plan. 3 Thus cost audit involves 
checking up the arithmatical accuracy of cost accounts and verifying 
whether the principles laid down have been followed or not. It be¬ 
comes essential in case of a business where cost accounting is carried 
out on a large scale. 

^OBJECTIVES OF COST ACCOUNTING 

The main objectives of cost accounting can be summarised as 


follow s : 

1. Determining selling price. Business enterprises are run 
on a profit making basis. It is thus necessary that the revenue 
should be greater than ihe^costsJnttfrred in producing goods and 
S ^services from which the revenue is to be derived. Cost accounting 
provides information regarding the cost to _jnake and sell such pro¬ 
ducts or services, Of course, many other factors, such as the con¬ 
dition of the market, the area of distribution, the. quantity which 
can be supplied etc., are also be given due consideration by the 

1. Wheldon “Cost Accounting and Costing Methods” 12th edition, p. 1. 

2. “The Cost Accountant’s Pla ce in Management”, The Cost Account¬ 
ant, Oct., 1936. 

3. Cost and Financial Accountancy Terminology published by I.C.M.A., 
England. 
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management before deciding upon the price but the cost plpys a 
dominating role. 

2. Determining and controlling efficiency. Cost account¬ 
ing involves a study of the various operations used in manufacturing 
a product or providing a service. The study facilitates measuring of 
the efficiency of the organisation as a whole or departmentally as 
well as divising means of increasing the efficiency. 

Cost accounting also uses a number of methods e.g. budgetary 
control, standard costing etc., for controlling costs. Each item of 
cost (viz. materials, labour and expenses) is budgeted at the begin¬ 
ning of the period and actual expense incurred is compared with the 
budget. This greatly increases the operating efficiency of the 
enterprise. 

3. Facilitating preparation of financial and other 

statements. The third objective of cost accounting is to produce 
statements at such short intervals as the management may require. 
The financial statements prepared under financial accounting gene¬ 
rally once a year or half-year, are spaced too far apart in time to 
meet the needs of the management. In order to operate the busi¬ 
ness at a high level of efficiency, it is essential for the management 
to have a frequent review of production, sales and operating results. 
Cost accounting provides daily, weekly or monthly volumes of units 
produced accumulated costs together with appropriate analysis. A 
developed cost accounting system provides immediate information 
regarding stock of raw materials, work-in-progress and finished 
goods. This helps in speedy preparation of financial statements. 

4. Providing basis for operating policy. Cost accounting 
helps the management in formulating operating policies. These 
policies may relate to any of the following matters : 

(*) Determination of cost-volume profit relationship. 

(n) Shutting down or operating at a loss. 

(m) Making or buying from outside suppliers. 

(tv) Continuing with the existing plant and machinery or re¬ 
placing them by improved and economic means. 

COST ACCOUNTING VERSUS FINANCIAL 

ACCOUNTING 

Accounting may broadly be classified into two categories : 

(а) Financial or General Accouhting and 

(б) Management Accounting. 

Financial Accounting is concerned with recording, cl assifyin g 
and summarising financial transactions and preparing^^sfatements 
relating to the business in accordance with generally accepted 
accounting concepts and conventions. It is mainly meant to serve all 
parties external to the operating responsibility of the firm «uch as 

shareholders and creditors of the firm besides providing information 
about the overall operational result*, of the business. While manage¬ 
ment accounting is concerned with accounting information which is 
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useful for the management. It is “the presentation acooun.ing 
information in such a way as to assist the 

creation of policy and day to day operation of the 
includes the methods and concepts necessary for effective planning 
for choosing between alternative business actions and for control 
through the evaluation and interpretation of peiformance^ It em¬ 
braces within its fold several subjects and cost accounting is on 
of them. Though Financial Accounting and Cost Accounting each 
rests on the same principles of debits and credits and uses the 
records, but each deals with matters special to itself Financial 
Accounting reveals the profit or loss of the business as a whole during 

a particular period while cost accounting shows by analysis and 

localisation, the unit costs and profits and losses of different product 
lines. Take for instance a factory manufacturing four products A, D, 
C and D. Financial accounts will tell about the overall profit or loss 
made by the factory on these products. They cannot explain 
whether product A is more profitable than B, or the production o 
product C should be stopped because the enterprise is suffering a loss 
on its production. If proper cost accounts are maintained the 
management can come to know not only about the profitability or 
non-profitability of a product, but also about the profitability or 
non-profitability of each process involved in the production ol the 
product. Such detailed information facilitates better control over 
business which ultimately helps in achieving maximum efficiency at 

every point. . , - . . 

The points of difference between cost accounting and financial 
accounting may be summarised as follows : ,. 

1. Objectives. Financial accounting aims at safeguarding 
the interests of the business and its proprietors and others connected 
with it. This is done by providing suitable information to various 
parties such as shareholders or partners, present and prospective 
creditors. Cost accounting, on the other hand renders _mformat ion 
for the guidance of the management for proper planning, operation, 
control and decision making. For example, if the materials have 
been purchased, financial accounts will only tell whether they have 
been correctly accounted and paid for, while cost accounts will 
reveal whether the quantity purchased was reasonable, whether the 
purchase was at all necessary, and whether the quantity of material 
utilised was reasonable. Similar considerations also apply to the 
utilisation of labour and capital resources. 

2. Mode of presentation. Financial accounts are prepared 
according to some accepted accounting concepts and conventions. 
They are kept in a manner so as to comply with the requirements of 
the Companies Act, Income Tax Law, Excise and other statutes. 
Maintenance of cost records is purely voluntary and therefore there 
are no statutory forms regarding their presentation. However, the 
Central Government has now the power to require by notification 
any company engaged in production, manufacturing or mining 
activities to maintain proper cost records. 1 


1. Section 209 (d) inserted by Section 20 of the Companies (Amendment) 
Act, 1965. 
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3. Recording. In case of financial accounts stress is on the 
ascertainment and exhibition of profits earned cr losses incurred in 
the business. On account of this reason in financial accounts the 
transactions are recorded, classified and analysed in a subjective 
manner i.e., according to the nature of expenditure. In cost acco¬ 
unts the emphasis is more on aspects of planning and control and 
therefore, transactions are recorded in an objective manner i.e., 
according to the purpose for which costs are incurred. For example, 
if Rs. 5,000, Rs. 8,000 and Rs. 7,000 have been paid as wages for 
products .4, B, and C, financial accounts will record the total wages 
paid, while cost accounts will *ecord wages separately for each pro¬ 
duct. Besides that in co**i acepunts a difference will also be made 
between direct and indirect wages etc. , 

4. Analysing Protit. Financial Accounting reveals the profit 
of the business as a whole, while cost, accounting shows the profit 
made on each product, job or process. This enables the manage¬ 
ment to eliminate less profitable product lines and maximise the 
profits by concentrating on more profitable ones. 

Periodicity of Reporting. Financial accounting is largely 
concerned with the transaction between the undertaking and the 
third parties and therefore it has to observe the accounting period 
convention which ii usually a year. The income statement and the 
balance sheet are therefore prepared and presented before the 
members usually once at the end of the accounting period. While 
cost accounting is mainly concerned with the people in the organisa¬ 
tion and therefore it is not subject to the domination of this 
convention. The cost reports are frequently submitted to the 
management and in some cases they are submitted every week. 

The above analysis reveals the following limitations of finan¬ 
cial accounting s 

y y\*) ft does not classify the accounts so as to give data re¬ 
garding costs by departments, processes, products, in the 
manufacturing division ; by units of product, lines, and 
sales territories in the selling or distribution division ; 
and by departments, services and functions in the ad¬ 
ministration division. 

(w) It does not classify the expenses as direct andAndirect 
items nor does it assign them to the product at each 
stage of production. Thus controllable and un¬ 
controllable^ items of overhead costs are not shown 
N separately. 

(»w)\ It does not provide day-to-day cost information because 
the data are summarised at the end of the accounting 
period. Thus, it does not permit computation of pre¬ 
determined costs which help in taking corredtjve steps at 
appropriate stages. 

(iv) It does not provide analysis of losses due to plant 
and equipment, defective material, inefficient labour or 
seasonal conditions. It does not also distinguish between 
avoidable and unavoidable losses. 
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(v) It does not provide adequate information for reports to 

outside agencies such as banks, government, insurance 
companies and trade associations. 

IMPORTANCE OF COST ACCOUNTING 

The limitations of financial accounting have made the 

to realise the importance of cost accounting. Whatever may be l “? 

type of business, it involves expenditure on labour, material., an 
other items required for manufacturing and disposing of the product. 
Moreover, big business requires delegation of responsibility, division 
of labour and specialisation. Management has to avoid the possi¬ 
bility of waste at each stage. It has to see that no machine remains 
idle, efficient labour gets due initiative, proper utilisation ol by-pro¬ 
ducts is made and costs arc properly ascertained. Besides manage¬ 
ment creditors and employees are also benefited in numerous ways 
by installation of a good costing system in an industrial organisation 
Cost accounting increases the overall productivity of an industrial 
establishment and, therefore, serves as an important tool in bringing 
prosperity to the nation. Thus, the importance of cost account¬ 
ing in various spheres can be summarised under the following 
headings. 


Cost accounting and management 

Cost accounting provides invaluable aid to management. It 
is so closely allied to management that it is difficult to indicate where 
the work of the cost accountant ends and managerial control begins. 
Adequate costing data help management in reaching certain impor¬ 
tant decisions such as, whether hand labour should be replaced by 
the machinery or not ; whether a particular product line should be 
discontinued or not etc. 

Costing checks recklessness and avoids occurrence of mistakes. 
Costs can be reduced by proper organisation of the plant and execu¬ 
tive personnel. As an aid 10 ma nagement it also provides invaluable 
information to enable management, to maintain effective control 
over stores and inventory, to increase efficiency of the business, and 
to check wastage and losses. It facilitates delegation of responsibility 
for important tasks and rating of employees. However, for all this, 
it is necessaryjor the management to be capable of using in a proper 
way the information provided by the cost acoounts. The various 
advantages derived by management on account of a good costing 
system can be put as follows : 

1. Coaling helps in periods of trade depression and trade competi¬ 
tion. In period of trade depression the business cannot afford to 
have leakages which pass unc hecked. The management should 
know wl^ere economics may be"sought, wast e eliminated and effici¬ 
ency increased. The business has to wage a war for its survival. 
The management should know the actual cost of their products be¬ 
fore embarking on any scheme of reducing the prices of giving 
tenders. Adequate costing facilitates this. 

2. Aids in price fixation. Though economk: law of supply 
and demand and activities of the competitors, to a great extent, 
determine the price of the article, cost to the producer does play an 
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important part. The producer can take necessary guidance from his 
costing records. 

4. Helps in estimates. Adequate costing records provide a 
reliable basis upon which tenders and estimates may be prepared. 
The chances of losing a contract on account of over-rating or the 
losing in the execution of a contract due to under-rating can be 
minimised. Thus, “ascertained costs provide a measure for esti¬ 
mates a guide to policy, and a control over current production.*’ 1 

4. Helps in channelising production on right lines. Costing 
makes possible for the management to distinguish between profitable 
and non-profitable activities. Profits can be maximised by con¬ 
centrating on profitable operations and eliminating non-profitable 
ones. 

Wastages are eliminated. As it is possible to know the cost 
of the article at every stage, it becomes possible to check various 
forms of waste, such as of time, expense etc., or in the use of 
machinery, equipment and tools. 

6. Costing makes comparison possible. If the costing records 
are regujarly kept, comparative costs data-for different periods and 
various volumes of production will be available. It will help the 
management in forming future lines of action. 

7. Provides data for periodical profit and loss accounts. Ade¬ 
quate costing records supply to the management such data as may be 
necessary for preparation of profit and loss accounts and balance 
sheets, at such intervals as may be desired by the management. 

It also explains in detail the sources of profit or loss revealed 
by the financial accounts ; thus helps in presentation of better in 
lormation before the management. 

8. Aids in determining an enhancing efficiency. Losses due to 
wastage of materials, idle time of workers, poor supervision etc. will 
he disclosed if the various operations involved in manufacturing a 
product are studied by a cost accountant. The efficiency can be 
measured and costs controlled and through it various devices can be 
iramed to increase the efficiency. 

9. Helps in inventory control. Costing furnishes control which 
management requires in respect of stock of materials, work-in-pro¬ 
gress and finished goods. (This has been explained in detail under 
the chapter “Materials).** 

Cost accounting and employees 

Workers have a vital interest in their employer’s enterprise and 
the industry in which they are employed. Workers are benefitted 
by a number of ways by the installation of an efficient costing system 
in their enterprise. They are benefitted because of systems of 
incentives bonus plans etc. They get benefit indirectly through 
increase in consumer’s goods and directly through continuous em¬ 
ployment and larger remuneration. 


1. Wheldon—“Cost accounting and Costing Methods’* ; p. 3, Ed. 12. 
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Cost accounting and creditors 

Investors, banks and other money lenders have a stake ini the 
success of the business concern and, therefore, are 
immediately by installation of an efficient costing system. 1 Mycan 
base their judgement about the profitability and further prospects ol 
the enterprise upon the studies and reports submitted by the cost 
accountants. 


Cost accounting and national economy 

An efficient costing system brings prosperity to the concerned 
business enterprise resulting into stepping up of the government 
revenue. The overall economic development of a country takes 
place due to increase in efficiency of production. Control of costs, 
elimination of wastages and inefficiencies lead to the progress of the 
industry and in consequence of the nation as a whole. 

OBJECTIONS TO COST ACCOUNTING 


Some people are averse to cost accounting. They put forward 
the following arguments against the installation of a costing system 
in an industrial establishment. 

(t) The system.is quite expensive because analysis, allocation 
and apportionment of costs and absorption of overheads 
require considerable amount of clerical work. 

(«) The results shown by the cost accounts differ materially 
from those shown by the financial accounts. Preparation 
of reconciliation statements frequently is necessary to 
verify their accuracy. This leads to unnecessary increase 
in work load. 

(m) Costing system itself doe not control costs or improve 
efficiency. If the management is alert and efficient it 
can control costs without thfcraid of this system. This is, 
therefore, unnecessary 


These arguments are untenable. The system will not prove to 
be expensive if it is introduced after taki lg into account technical 
details and advice of the technical personnel of the basin ?ss. More¬ 
over, as stated above costing helps in minimising costs by avoiding 
waste at all stages. Thus, it will be a profitable investment and it 
will be wrong to call it expensive. Difference between results shown 
by cost accounts and financial accounts arises on account of over and 
under-absorption of overheads, method of material pricing used and 
treatment of other income. An integrated system of accounts can 
help in elimination of these differences. The costing is a must for 
each manufacturer because each manufacturing process requires use 
of materials, labour etc. In this age of competition a manufacturer 
must known the exact cost not only of each article made but also of 
each process involved in its production so that he may be in position 
to avoid waste and minimise its cost. It is possible only when proper 
costing records are maintained. Hence it is wrong to say that it is 
unnecessary. 
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COS! 

In general ‘cost’ means “the amount of expenditure (actual or 
notional) incurred on, or attributable to, a given thing’’*. However 
the term cost cannot be exactly defined. Its interpretation depends 
upon— 

(a) the nature of the business, or industry, and 

(b) the context in which it is used. 

In a business where selling and distribution expenses are quite 
nominal, the cost of the article may be calculated Without consider¬ 
ing the selling and distribution overheads. V'hile in business 
where the nature of the product requires heavy selling and distribu- 
tion expenses calculation of cost without taking into account selling 
and distribution expenses may prove very cosily to the business. 
Then, cost may be factory, office cost, cost of sales and even an item 
of expense is also termed as cost. For example, prime cost includes 
expenditure on direct materials, direct labour and direct expenses. 
Money spent on materials is termed as cost of materials, that spent 
on labour as cost of labour and so on. Thus the use of the term cost 
without qualification is also quite misleading. Again different costs 
are found out for different purposes. The work-in-progress is valued 
at factory cost while stock of finished goods is valued at office cost. 
Numerous other examples can be given to show jlhat the term ‘cost* 
does not mean the same thing under all circumstances. 

The fact that word ‘cost* cannot be fixed with any definite 
meaning was well-illustrated in Vardon V. The Commonwealth case.* 
In that case the price of made-to-order goods 0 r services sold by a 
trader was fixed by a notification from the Prices Commissioner at 
“the cost of those goods or services, plus 20% thereof.** The gooc^s 
in question were, suits of clothes and other garments, the material 
for which was provided by the retailer who rendered certain services 
in measuring the customer, and arranged for the making of the suit 
by another person who supplied other material required. It was 
held that cost of a suit of clothes might be ascertained in different 
ways for different persons for—example, it might include factory cost 
only, or might include also costs of distribution and merchandising. 
Therefore, the word, ‘cost* being uncertain and ambiguous in mean¬ 
ing, the notification could not be regarded as declaring a price. 

‘ It may also be noted that there is no such thing as an exact 
cost or a true cost because no figure of cost is true in all circum¬ 
stances and for all purposes. Many items of cost of production are 
handled in an optional manner which may give different costs for 
the same product or job without in any way going against the accept¬ 
ed principles of cost accounting. Depreciation is one of such items. 
Its amount varies in accordance with the method of depreciation 
being used. However, endeavour should be to obtain as far as possi¬ 
ble accurate cost of a product or service. 


1. Terminology adopted by I.C.M.A. England. 

2. (1943) 67 C.L.R. *34. 
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Elements of cost- 

There are three broad elements of cost: 

Material . , 

The substance from which the product is made u known as 
material. It may be in a raw or a manufactured state. It can 

direct as well as indirect. . f 

Direct Material. All material which becomes an integral part oi 

the finished product and which can be conveniently ass^ned o 

specific physical units is termed as “Direct Material. Following are 
some of the examples of direct material : 

(i) All material or components specifically, purchased, 
produced or requisitioned from stores. 

(ft) Primary packing material (e g. carton, wrapping, 
cardboard, boxes etc.) 


(m) Purchased or partly produced components. 

Direct material is also described as process material ; prime 
cost material, production material, stores material, constructional 
material etc. 

Indirect Material. All material which is used 'for purposes 
ancillary to the business and which cannot be conveniently assigned 
to specific physical units is termed as ‘Indirect Material” Consum¬ 
able stores, oil and waste, printing and stationery material etc. are 
a few examples of indirect material. 

Indirect material may be used in the factory, the office or the 
selling and distribution divisions. 


Labour 


For conversion of materials into finished goods, human effort 
is needed, such human effort is called labour. Labour can be direct 
as well as indirect : 

Direct Labour. Labour which takes an active and direct part 
in the production of a particular commodity is called direct labour. 
Direct labour costs are, therefore, specifically and conveniently 
traceable to specific products. 

Direct labour is also described as process labour, productive 
labour, operating labour etc. 

Indirect Labour. Labour employed for the purpose of carrying 
out tasks incidental to goods or services provided, is indirect labour. 
Such labour does not alter the construction, composition or condi¬ 
tion of the product. It cannot be practically traced to specific units 
of output. Wages of store-keepers, foremen, time-keepers, directors* 
fees, salaries of salesmen, etc. are all examples of indirect labour 
costs 


Ina.iv.ct labour may relate to the factory, the office or the 
selling and distribution divisions. 

Expenses 

Expenses may be direct or indirect. 
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Direct Expenses. These are expenses which can be directly, 
conveniently and wholly allocated to specific cost centres or cost 
units. Examples of such expenses are : hire of some special machinery 
required for a particular contract, cost of defective work incurred in 
connection with a particular job or contract etc. 

Direct expenses are sometimes also described as “chargeable 
expenses’*. 

Indirect Expenses. These are expenses which cannot be 
directly, conveniently and wholly allocated to cost centres or cost 
units. 

It is to be noted that the term overheads has a wider meaning 
than the term indirect expenses. Overheads include the cost of 
indirect material, indirect labour besides indirect expenses. 

Indirect expenses may be classified under the following three 
categories— 

(a) Manufacturing (works, factory or production) Expenses. 
Such indirect expenses which are incurred in the factory and are 
concerned with the running of the factory or plant are known as 
manufacturing expenses. Expenses relating to production manage¬ 
ment and administration are included therein. Following are a few 
items of such expenses : 

Rent, rates and insurance of factory premises, power used in 
factory ; depreciation of factory building, plant and machinery, etc. 

(b) Office and Administrative Expenses. These expenses are not 
related to factory but they pertain to the management and adminis¬ 
tration of business. Such expenses are incurred on the direction and 
control of an undertaking. Examples are : 

Office rent, light and heat ; postage and telegrams ; telephone 
and other charges ; depreciation of office building, furniture and 
equipment ; bank charges, legal charges, audit fee etc. 

(c) Selling and Distribution Expenses. Expenses incurred for • 
marketing of a commodity, for securing orders for the articles, des¬ 
patching goods sold, and for making efforts to find and retain custo¬ 
mers, are called selling and distribution expenses. Examples are : 

Advertisement expenses ; cost of preparing tenders ; travelling 
expenses, bad debts, collection charges etc. 

Warehouse charges, packing and loading charges ; carriage 
outwards, etc. 
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The above classification of different elements of cost can be 
presented in the form of the following chart :— 

Elements of Cost 


r 

-1- 

i 

Material 

_L 

Labour 

i_ 

Expenses 

i 


Direct 


Factory 


Office 


Indirect Direct 

_i 


Indirect Direct 


Indirect 


Selling & Factory 
Distribution 


Office 


Selling & 
Distribution 


Factory 


Office 


Selling & 
Distribution 


Components of total cost 

Prime cost 

It consists of costs of direct material, direct labour and direct 
expenses. It is also known as basic, first or flat cost. 

Factory cost 

It comprises of prime cost and in addition, works or factory 
overheads which include costs of indirect material, indirect labour, 
and factor/ indirect expenses. T he cost is also known as works cost, 
production or manufacturing cost. 

Office cost 1 

If office and administrative overheads are added to factory 
cost, office cost is arrived at. This is also termed as administrative 
cost or the total cost of production. 

Total cost 

Selling and distribution overheads are added to the total cost 
of production to deduce the total cost or the cost of sales. 

The various components of total cost can be depicted through 
the help of the following chart : 


Direct Material 
Direct labour 
Direct expe rises 
Prime cost plus 
works overheads 
Works cost plus 
Office and administra¬ 
tive overheads 


Components of Total Cost 

Prime cost or Direct.cost or First cost. 


} 

} 

} 


Works or Factory cost or Production cost 
or Manufacturing cost. 

Office cost or Total cost of production* 


1 A 2. The term “Office Cost" is not much in use these days. Account- 
ants prefer to use the term Total cost after adding administration 
overheads and selling and distribution overheads to Manufactur¬ 
ing or Production cost. 
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S^in^alddiotrib^ion \ Cost of sales or Total Cost. 

overheads J 

Illustration 1 

Calculate the Prime cost, Factory cost. Total cost 
tion and Cost of sales from the following particulars : 

Rs. 

of produc- 

Rs. 

Raw materials consumed 

Wages paid to labourers 

Directly chargeable expenses 

Oil & Waste 

Wages of Foremen 

Storekeepers’ wages 

Electric Power 

Lighting : Factory 

Office 

Rent: Factory 

Office 

• •• • 

• •• • 

• •• • 

• •• • 

• • • • 

• •• • 

• • • • 

500 

200 

2,000 

1,000 

40,000 

10,000 

2,000 

100 

1,000 

500 

200 

700 

3,000 

Repairs & Renewals : 

Factory Plant 

Machinery 

- Office Premises 

500 

1,000 . 
200 

1,700 

Depreciation : _ 

Office Premises 

Plant & Machinery 

500 

200 

-700 

Consumable stores 

Manager’s salary 

Directors’ fees ‘ 

9* Ctatmnrrv ~~ ^ 


* ,000 
2,000 
500 

__—-200 

Office Printing & Diauoncry 

Telephone charges 

Postage & Telegrams 

Salesmen’s commission & baiary 

Travelling expenses 

Advertising 

Warehouse charges 

Carriage outward 


50 

100 

500 

200 

500 

200 

150 

Solution 
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Direct material: Raw materials consumed 

Direct labour : Wages paid to labourers 

Direct expenses : Directly chargeable expenses 

Rs. 

Rs. 

Rs. 

40,000 

10,000 

2,000 

PRIME COST 




Add : Factory overheads : .... 

Indirect material : Consumable stores 

Oil and waste 

1,000 

100,' 



Indirect labour : Wages of Foremen 
Storekeeper wages 

1,000 

500 

1,500 
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Indirect Expenses : 
Electric power 
Factory lighting 
Factory rent 
Repairs & Renewals 
Plant 
Machinery 


500 

1,000 


Depreciation : 

Plant & Machinery 


200 

500* 

1,000 


’f 0 

200 


FACTORY OR WORKS COST 
Add : Office or Administrative overheads : 

Indirect material: Office printing 

and stationery 

Indirect labour : Manager’s salary 2,000 

Director’s fees 500 

Indirect Expenses : Office lighting 200 

Office rent 1,000 

Repairs and renewals- 

U y premises 200 

Dep. on premises 500 
v/n 0 Telephone charges 50 

/ ^ Postage and telegrams 100 

T0tAL COST OF PRODUCTION 
Add : Selling & Distribution overheads : 

Indirect labour : Salesmen's commission 

and salary 

Indirect Expenses : Travelling expenses 200 

Advertising 500 

Warehouse charges 200 

Carriage outward 150 

COST OF SALES 


4,400 


7,000 

59,000 


2,500 


2,050 


4,750 

63.750 


1,050 


1,550 

65.300 


Illustration 2 

Calculate (a) Value of raw materials consumed ; (6) Total 
cost of production ; (c) Cost of goods sold and (d) The amount of 
profit from the following particulars : 

Rs. 

Opening Stock : Raw materials ... ... 5,000 

Finished Goods ... ... 4 000 

Closing Stock : Raw materials ... ... 4,000 

Finished Goods ... ... 5,000 

Raw Materials purchased ... ... 50 000 

Wages paid to labourers ' ... ... 20 000 

Chargeable expenses ... ... 2 000 

Rent, rates and taxes ... ... 5 000 

p °wer ... ... 2 000 

Factory heating & lighting ... ... 2000 

Factory insurance ... . 1*000 

Experimental expenses ... .. ’c™ 

Wastage of materials ... 200 

Office management salaries * ... ... 4 qqq 

Office printing & stationery ... \ 2 00 

Salaries of salesmen ... 2 000 

Commission of travelling agents ... 1*000 

Sales 


4,000 

5,000 

50,000 

20,000 

2,000 

5,000 

2,000 

2,000 

1,000 

500 

200 

4,000 

200 

2,000 

1,000 

1,00,000 
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Solution 


COST SHEET 


T * 


Raw materials purchased 


Rs. 

Add : Opening stock 

Less : Closing stock 

55,000 

4,000 



• 

COST OF RAW MATERIALS CONSUMED 
Labour—direct 

Chargeable expenses 

PRIME COST 

Add : Production overhead : 

Rent, rates, and taxes 

Power 

Heating & lighting 

Insurance 

Experimental expenses 

Wastage of material 


51,000 

20,000 

2,000 

igfKViVij 

gMriVij 

jygBEJg- j" J 

73,000 

10,700 

FACTORY COST 

Add : Administrative overhead : 

Management salary 

Office Printing & stationery 

reaSHTTia 

83,700 

4,200 

* TOTAL COST OF PRODUCTION 

Add : Opening stock of finished goods 

■ 

87,900 

4,000 

Less : Closing stock of finished goods 

COST OF PRODUCTION OF GOODS SOLD 

Add : Selling and distribution expenses : 

Salaries of salesmen 

Commission to travelling agents 

m 



86,900 

3,000 

COST OF SALES 

Profit 


89,900 

10,100 

SALES 





i 


Note : The amount of profit has been calculated by deducting the cost 
of goods sold from the amount of sales. 

Classification of Cost 

Fixed, variable, semi-variable and step costs 

The cost which varies directly in proportion to every increase 
or decrease in the volume of output or production is known as 
variable cost. The co*t which does not vary but remains constant 
within a given period of time and range of activity inspite of the 
fluctuations in production, is known as fixed cost. The cost which 
does not vary proportionately but simultaneously cannot remain 
stationery at all times is known as semi-variablecost. It can also be 
named as semi fixed cost. 

Examples : ' Fixed Costs : Rent or rates ; Insurance charges ; Mana¬ 
gement salary etc. 
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Variable Costs : Wages of labourers; Cost of direct 

material, power etc. 

Semi-Variable Costs : Depreciation, repairs etc. 

Fixed costs are sometimes referred to as ^period costs° and 
variable costs as “dir.ct costs*’ in systems of direct costing, tixed 
cost can be further classified into (i) committed fixed costs and 
(ii) discretionary fixed costs. Committed fixed costs are unavoidable 
* in short run if the organisation has to function. Examples ol sucn 
ft fixed c&ts are depreciation, rent, pay and allowances of stall 
etc. Discretionary fixed costs are those which are set at a fixed 
amount for specific time periods by management m the budgeting 
process. Examples of such costs are research and development costs, 
advertisement and market research expenses etc. Certain costs 
remain fixed over a range of activity and then jump to a new level 
as activity changes. Such costs are treated as “Step costs”. For 
example, a foreman is in a position to supervise a g.** v en number of 
employees. Beyond this number it will be necessary to hire a 
second then a third and so on. Similary rental cost of delivery 
vehicles will also follow a similar pattern. These costs may also 
be taken as a type of semi-variable costs. 

The fixed, variable and semi-variable costs if depicted on a 
graph paper will appear as follows : 


</> 

o 

a 

u 


■O 

c 

a> 

m 

3 

o 

C 


c 


in 

O 

O 


3 

2 

1 


FIXED COSTS 


Fixed cost line 


Ol_i_,_._Li 

0 12 3 4 

Production in thousand units 


(a) Total fixed costs (Rs. 1000) do not.increase 
as the volume of production increases 


Fig. 1 



cost in thousand rupees 


ie 
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(b) Total variabla costs (Re 50 per unit) in¬ 
crease as volume ot production increases 


Fig. 2 


% 



(c) Semi-variable costs contain a fixed and 
a variable element 


Fig. 3 
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0 12 3 4 


Production in thousand units 


(d) Step costs remain constant over a range 
- y of activity 


/ Fig. 4 

•Product costs and period costs 

Costs which become part of the cost of the product rather 
than an expense of the period in which they are incurred are called 
as “Product costs”. They are included in inventory values. In 
financial statements such costs are treated as assets until the goods 
they are assigned to are sold. They become an expense at that 
time. These costs.may be fixed as well as variable e.g. cost of 
raw materials and direct wages, depreciation on plant and equip¬ 
ment etc. 

Costs which are not associated with production are called 
“Period Costs”. They are treated as an expense of the period in 
which the y are inc urred. They may also be fixed as well as vari¬ 
able. Such costs include general administrative costs, salesman 
salaries and commission, depreciation on office facilities etc. They 
are charged against the revenue of the relevant period. Differences 
of opinion exist regardin g whether certain costs should be considered 
as product or period costs. Some accountants are of the opinion 
that fixed manufacturing costs are more closely related to the passage 
of time than to the manufacturing oi tjiemoduct. Thus, according 
to them variable manufacturing costs areprSthict'costs, while fixed 
manufacturing and other costs, are period costs. However their 
view does not seem to have been yet widely accepted. 

^8»rect and indirect costs 

The expenses on material and labour economically and easily 
traceable to a product, service or job are considered as direct costs. 
In the process of manufacture or production of articles, materials 
are purchased, labourers are employed and the wages are t>aid to 
them, certain other expenses are also incurred directly. All of these 



20 


COST ACCOUNTING 


take an active and direct part in the manufacture of a particular 
commodity, hence are called ‘direct costs’. 

The expenses incurred on those items which are not directly 
chargeable to production are known as indirect costs. For example, 
in production, salaries of timekeepers, storekeepers,, foremen are 
paid, certain expenses for running the administration are incurred— 
all of these cannot be conveninently allocated to production and 
hence are called ‘indirect costs.’ 

Decision making costs and accounting costs 

Decision making costs are special purpose costs that are applic¬ 
able only in the situation in which they are constructed. They 
have no universal application* “They need not tie into routine 
financial accounts. They do not and should not conform to the 
accounting rules” 1 . Accounting costs are compiled primarily from 
financial statements. They have to be altered before they can be used 
for decision making. Moreover they are historical costs and show 
what has happened under an existing set of circumstances. While 
decision making costs are future costs. They represent what is ex¬ 
pected to happen under an assumed set of conditions. For example 
accounting costs may show the cost of the product when the 
operations are manual. While decision making costs might be cal¬ 
culated to show the costs when the operations are mechanised. 

L- Relevant and irrelevant coats 

Relevant costs are those which would be changed by the 
managerial decision. While irrelevant costs are those which would 
not be affected by the decision. For example if a manufacturer is 
considering closing down of an unprofitable retail sales snop, wages 
payable to the workers of the shop are relevant in this connection 
since they will disappear on closing down of the shop. But prepaid 
rent for the shop or unrecovered costs of any equipment which will 
have to be scrapped, will be irrelevant costs which must be ignored. 




ut-down and sank costs ^ 

A manufacturer or an organisation rendering service may 
have to suspend its operations for a period on account of some tem¬ 
porary difficulties c. g. shortage of raw material, non-availability of 
requisite labour etc. During this period though no work is done 
yet certain fixed costs, such as, rent and insurance of buildings', 
depreciation, .maintenance etc. for the entire plant will have to be 
incurred. Such costs of the idle plant are known as shut-down costs. 

Sunk costs are historical or past costs. These are costs which 
have been created by a decision that was made in the past that 
cartnot be changed by any decision that will be made in the future. 
Investments in plant and machinery are prime examples of such 
costs. Since sunk costs cannot be altered by later decisions, they 
are irrelevant for decision making. For example, a departmental 
store is considering selling a fleet of trucks it now owns. It wants 

iJealDean, “Manageral Economics” (Englewood cliffs. New Jersey 
Prentice Hell. Inc 1951) P 249. 
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f buy 

sunk cost of the investment in del. in making thU 

d^o“ in RelevTnt nt co"s ar in the £X *££ 

fl^t i woui r d P ^ S eUnSoa^^ t ^ a ® C ^®®^‘®” *o buy delivery service 

S ^4oitrollable and uncontrollable costa 

Controllable costs are those costs which can be influenced by 
the ac?.on o°f a s?ecified member of an undertaking. Costs wh.ch 
. u« r „ ,'nflnpnrpH are termed as uncontrollable costs. A 
factory is usually divided into a number of .responsibility centres 
each o Y f which Jin charge of a specified li^ToT management^ The 
officer-in-charge of a particular department or cost centre can 
control costs only of those matters which come directly 
control, but not of other matters. For example. the_exp?a<4ijture 
incurred by the T ool Room is c antrallable_by the Foreman-in-chargs 
of that section but thTihare ofthe tool room expenditure which is 
apportioned to a machine shop cannot be controlled by a machine 
shop foreman. Thus the difference between controllable and 
uncontrollable costs is only in relation to a particular individual or 
level of management. An expenditure which is controllable by one 
individual may be uncontrollable so far as another individual is 
concerned. , 

Avoidable or escapable costs and unavoidable or iMf- 
capable costs 

Avoidable costs are those which will be eliminated, if a 
segment of the business (e.g. a product of department) with whicn 
they are directly related, is discontinued. Unavoidable costs are 
those which will not be eliminated with the segment. Such costs are 
merely reallocated if the segment is discontinued. For example, in 
case a product is discontinued, the salary of the factory manager 
or factory rent cannot be eliminated. It will simply mean that 
certain other products will have to absorb a layer amount of 
such overheads. However salary of clerks attached to the product 
or bad debts traceable to the product would be eliminated. Certain 
costs are partly avoidable and partly unavoidable e g. closing of one 
department of a store might result in decrease in delivery expense 
but not in their altogether elimination. 

It is to be noted that only avoidable costs are relevant for 
deciding whether to continue or eliminate a segment of the business. 


Imputed or hypothetical costs 

These are costs which do not involve cash outlay. They are 
not inc luded in cost accounts but are important for taking into con- 
siderat ion while making management decisions. For example, 
interest on. capital is ignored in cost accounts though it is con¬ 
sidered in financial accounts. In case two projects require unequal 
outlays of cash, the management must take into consideration 
interest on capital to judge the relative profitability of the projects. 
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Differential, incremental or decrement^ cost- 

Incremental costs are matched with incremental revenue. Th.s » 


-'-( 



Proposed Situa¬ 
tion 

incremental 


Existing Situation 

Cost 

Revenue 

Sales 

|- Rs! 

Rs. 

10,000 

Rs. 

Rs. 

12,000 

Rs. 

Rs. 

2,000 

Less • 







Variable costs 
Piled costs 

5,000 

4,000 

9,000 

6,000 

4.000 

10,000 

1,000 


Profit 


1,000 


2,000 


1.000 


in caie tne cnoice r»uus »** — — 

creased costs are termed as decremental costs. 

Out-of-pocket coats 

Out-of-pocket costs means the present or future cash expendi¬ 
ture regardig a certain decision which will vary depending upon the 
nature of decision made. For example a company has its own 
trucks for transporting raw materials and finished products from one 
place to another. It seeks to replace these trucks by employment of 
public carriers of goods. In making this decision, of course, the 
depreciation of the trucks is not to be considered, but the manage¬ 
ment must take into account the present expenditure on fuel salary 
to drivers and maintenance. Such costs are termed as out-oi-pocket 
costs. ✓ 

. Opportunity cost 

Opportunity cost refers to the advantage, in measuieable terms, 
which has been foregone on account of not using the facilities in the 
manner originally planned. For example, if an owned building is 
proposed to be utilised for housing a new project plant, the likely 
revenue which the building could fetch, if rented out is the oppor¬ 
tunity cost which should be taken into account while evaluating the 
profitability of the project. Simi^rly if a manufacturer is coniron- 
ted with the problem of selecting any one of the following two 
alternatives : 

(а) selling a semi-finished product at Rs. 2 per unit, and 

(б) introducing it into a further process to make it more re¬ 
fined and valuable. 

alternative (6) will prove to be remunerative only when after paying 
the cost of further processing the amount realised by the sale ol the 
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product is rn:>re than Rs. 2 per un.t-the revenue which could have 
been otherwise realised. The revenue of Rs. 2 P er 1 u ^“ I f??®£2? 
in case alternative (6) is adopted. The term opportunity cost 
refers to this alternative revenue foregone. 

Traceable untraceable or common costs 


Costs which can be easily identified with a department process 
or product are termed as traceable costs e.g. t the cost of airec 
material, direct labour etc. Costs which cannot be so identified are 
termed as untraceable or common costs. In other words common 
costs are costs incurred collectively for a number of cost centres ana 
are to be suitably apportioned for determining the cost of individual 
cost centres e.g. t overheads incurred for a factory as a whole, com¬ 
bined purchase cost for purchasing several materials in one consign¬ 
ment etc. 


Joint costs are a sort common costs. When two or more 
products are produced out of one and the same material or pro¬ 
cess, the costs of such material or process are called joint cost*. 
For example when cotton seed and cotton fibre are produced from 
the same raw-materials, the cost incurred till the split on or sepa¬ 
ration point will be “joint costs”. 

Production, administration and selling and distribution, 


etc., costs 

A business organisation performs a number of functions, t.g. 
production, administration, selling and distribution, research.and 
development. Costs are to be ascertained for each of these functions. 
The Institute of Cost and Management Accountants, England has 
defined each of the above costs as follows : 

(*) Production cost. The cost of the sequence of operation* 
whi.ch begins with supplying materials, labour and services and ends 
with the primary packing of the product. Thus it includes the cost 
of direct material, direct labour, direct expenses and factory over¬ 
heads. 

(it) Administration cost. The cost of formulating the policy, 
directing, the organisation and controlling the operations of an un¬ 
dertaking, which is not related directly to a production, selling, 
distribution, research or development activity or.function. 

(Hi) Selling cost. The cost of s eeking to create and stimulate 
demand (so metimes termed as marketing) anH’of securing orders. 

(iv) Distribution cost. The cost of sequence of operations which 
begins with making the packed product available for despatch and 
ends with making the reconditic ned returned empty package, if any, 
available for re-use. 

(t>) Research cost. The cost of searching for new or imp.*?ved 
products, new application of materials, or new or improved methods. 

(vi) Development cost. The cost of the process which begins 
with the implementation of the decision to produce a new or 
improved product or to employ a new or improved method and ends 
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vrfth the commencement of formal production of that product or by 

that method. . , __ rMt ; n . 

(vii) Pre-production coal. That pa ^ n ° f pr eUminSy to formal 
curred in making a trial production run p 

production. 

Conversion cose 

The cost o! transforming direct raal ? r ‘ a !j n in a° the conver- 
products, exclusive of direct material cost, is * no Q f direct 

sion cost. It is usually taken as the aggregate of the co>t o 
labour, direct expenses and factory overheads. 

COST ASCERTAINMENT 

The techn 4 ue of costing involves : (») coll ® c ^? (^aulcatioir and 

of expenditure according to cost elements and (n) aiioca 

apportionment of the expenditure to the cost centres . . ,jj e 

or both. The elements of costs have already been « 
previous pages. The meaning of the terms cost un.t and co 

centre’ are as follows : 


Cost unit 

In preparing cost accounts it becomes ? CC< ThI y Quantity upon 
with which expenditure may be identified. The q Y 

which cost can be conveniently allocated is known as a unit ol co w 
or cost unit. The Institute of Cost and Management 
England, defines a unit of cost as “a unit of quantity o P * 

service or time in relation to which, costs may be asc 
expresed.” 

Unit selected should be unambiguous, simple and commonly 

used. Following are some examples of units of cost : 

—per 1000 bricks made 
—per tonne of coal raised 
—per yard or per lb. of cloth 
manufactured or yarn spun 
—per unit of electricity gen¬ 
erated. 

—per passenger-km., per tonne- 

km. 

—per tonne of steel made. 


(•) Brick Works 
(is) Collieries 
(its) Textile Mills 

\tv) Electricity Companies 

(t>) Transport Companies 

(vi) Steel mills 


Cost centre 

According to the Institute of Cost & Management Accountants, 
England cost cenlre means, “a location, person or item of equipmen 
(or group of these) for which costs may be ascertained and used lor 
the purposes of cost control’*. Thus cost centre refers to one ot the 
convenient units into which the whole factory organization has been 
appropriately divided for costing purposes. Each such unit consists 
of a department or a sub-department or item oi equipment or 
machinery or a person or a group of persons. Sometimes, closely 
associated departments are combined together and considered as one 
unit for costing purposes. For example, in a laundry, Activities 
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su ch as collecting, sorting, marking and washing of clothes are per- 
formed. Each activity may be considered as a separate cost centre 
and all costs relating to a particular cost centre may be found out 
separately. 

Cost centres may be classified as follows : 

(i) Productive, unproductive and mixed cost centres. 

( ii ) Personal and impersonal cost centres. 

(in) Operation and process “ost centres. 

Productive cost centres are those which are actually engaged in 
making the products. Service or unproductive cost centres do not 
make the products but are essential aids to the productive centres- 
Examples of such service centres are those of administration re P* irs 
and maintenance, stores and drawing office departments. Mixta 
cost centres, are those whion are engaged sometime on productive and 
other times on service works. For example, a tool shop serves as a 
productive cost centre when it manufactures dies and jigs to be 
charged to specific jobs or orders but serves as servicing cost centre 
when it does repairs for the factory. 


impersonal cost centre is one which consists of a department, 
plant or item of equipment. While a personal cost centre is one 
which consists of a person or group of persons. In case a cost centre 
consists of those machines and/or persons which carry out the same 
operation it is termed as operation cost centre. If a cost centre 

consists of a continuous sequence of operations, it is called process 

cost centre. 

In case of an operation cost centre all machines or operators 
performing the same operation are brought together under one 
centre. The objective of such an analysis is to ascertain the cost of 
each operation irrespective of its location inside the factory. In the 
process type cost centre the cost is analysed and related to a series ot 
operations in sequence, such as in chemical industries, oil refineries 
and other process industries. 

\^£ost estimation and cost ascertainment 

Cost estimation is the process of pre-determining the costs 
of a certain product,-job or order. Such pre-determination may be 
required for several purposes such as budgeting, measurement of 
performance efficiencies, preparation of financial statements (valua¬ 
tion of stocks, etc.), make or buy decisions, fixation of the sale prices 
of the products etc. Cost ascertainment is the process of determining 
costs on the basis of actual data. Hence computation of historical 
costs is cost ascertainment while computation of future costs is cost 
estimation. 

Cost estimation as well cost ascertainment both are inter re¬ 
lated and are of immense use to the management. In case concern 
has a sound costing system, the ascertained costs will greatly help 
the management in the process of estimation of rational accurate 
costs which are so necessary for a variety of purposes stated above. 



26 


COST ACCOUNTING 


Moreover, the ascertained costs may he compared with the pre¬ 
determined costs on a continuing bases and proper and timely 
steps be taken for controlling costs and Maximising profits. 

Cost allocation and cost apportionment 

Cost allocation and cost apportionment are the two procedures 
which describe the identification and allotment of costs to cost 
centres or cost units. Cost allocation refers to “the allotment of 
whole items of cost to cost centres or cost units” while cost appor¬ 
tionment refers to the allotment of proportions of items of cost to 
cost centres or cost units.” 1 Thus the former involves the process 
of charging direct expenditure to cost centres or cost units while the 
. later involves the process of charging indirect expenditure to cost 
centres or cost units. For example, the cost of labour engaged in a 
service department can be charged wholly and directly to il but the 
canteen expenses of the factory cannot be charged directly and 
wholly to it. It’s proportionate share will have to be found out. 
Charging of costs in the former case will be termed as “Allocation 
of costs” while the later as “Apportionment of costs” 

Cost reduction and cost control 

Cost reduction and cost control are two different concepts. 
Cost control has achieving the cost target as its objective while cost 
control is directed to explore the possibilities of improving the tar¬ 
gets themselves. Thus cost control ends when targets are achieved 

i%!° St rec * uct * on h as no visible end. It is a continuous process. 

1 he difference between the two can be summarised as follows : 

(t) Cost control aims at maintaining the costs in accordance 
with established standards. While cost reduction is con¬ 
cerned with reducing costs. It challenges all standards 
and endeavours to better them continuously. 

(it) Cost control seeks to attain lowest possible cost under ex¬ 
isting conditions. While cost reduction recognises no 
condition as permanent, since a change will result in lower 
cost. 

(Hi) In case of cost control, emphasis is on past and present 
while in case of cost reduction it is on the present and 
future. 

(tv) Cost control is a preventive function, while cost reduction 
is a corrective function. It operates even when an efficient 
cost control system exists. 

INSTALLATION OF COSTING SYSTEM 

The installation of a costing system requires careful consideration of 
the following two inter-related aspects : 

(t) Overcoming of the practical difficulties in introducing 
the system. 

. L Terminology of Cost and Financial Accountancy published bv the 
I.C.M.A., England. 
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(•<) Main consideration that should govern the installation 
of such a system 

Each of these aspects is being discussed in the following pages : 

Practical difficulties. The important difficulties in the installa¬ 
tion of a costing system and the suggestions to overcome them are 
listed below : 

1. Lack of support from top management. Many a times 
the costing system is introduced at the behest of the managing direc¬ 
tor or the other director without first preparing the other members of 
the top management team. This results in opposition from the 
various managers as they consider it is an interference as well as an 
uncalled for check on their activities. They therefore resist the 
additional work involved in the cost accounting system. 

The difficulty can be overcome by taking the top management 
into confidence before installing the system. A sense of cost con- 
ciousness has to be instilled in their minds. 

2. Resistance from the existing staff. The existing finan¬ 
cial accounting staff may offer resistance to the system because of a 
feeling of their being declared redundant under the new system. 

This fear can be done away with by explaining to the staff 
that the costing system would not replace but strengthen the exist¬ 
ing system. It shall open them new areas for development. 

3. Non-cooperation at other levels. The foreman ana other 
supervisory staff may resent the additional paper work and may 
not co-operate in providing the basic data which is so essential lor 
the success of the system. 

This needs re-orientation and education of employees. They 
have to be told the advantages that will accrue to them and to the 
organisations as a whole on account of efficient working of the 
system. 

4. Shortage of trained staff. Costing is a specialised job in 
itself. In the beginning therefore, qualified staff may not be avail¬ 
able. However this difficulty can be overcome by giving the exist¬ 
ing staff requisite training and recruiting additional staff if 
required. 

5. Heavy costs. The costing system will involve heavy costs 
unless it has been suitably designed to suit specific requirements. 
Unnecessary sophistication and formalities should be avoided. 1 he 
costing office should serve as a useful service department. 

Main considerations. In view of the above difficulties and 
suggestions to overcome them, the following should be the main 
considerations to be kept in mind while introducing a costing system 
in a manufacturing organisation. 

1. The product. The nature of the product determines :o 
a great extent the type of costing system to be adopted. A product 
requiring high value of material content requires an elaborate system 
of materials control. Similarly a product requiring high value of 
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labour content requires an efficie* t lime-keeping and wage systems. 
.The same is true in case of overheads. 

2. The organisation. The existing organisation should 
be disturbed as little as possible. It becomes, therefore, necessary to 
ascertain the size and type of organisation before introducing the 
costing system. The scope of authority of each executive, the sources 
from which the cost accountant has to derive information and the 
reports to be submitted at various managerial levels, should be 
carefully gone through 

3. The objective. The objectives and information which 
the management wants to achieve and acquire are also to be cared 
lor. For example, if the concern wants to expand its operations, the 
system of costing should be designed in a way so as to give 
maximum attention to production aspect. On the other hand, in 
case of a concern which is not in a position to sell its products, 
the selling aspect would require greater attention. 

4. The technical details. The system should be intro¬ 
duced alter a detailed study of the technical aspects of the business. 
Efforts should be made to secure the sympathetic assistance and 
support of the principal members of the supervisory staff and 
workmen. 

5. Informative and simple. The system should be infor¬ 
mative and simple. In this connection the following points may be 
noted : 

(») It should be capable of furnishing fullest information 
required, regularly and systematically so that conti¬ 
nuous study and check up of the progress of business 
is possible. 

Hi] Standard printed forms can be used so as to make the 
information detailed, clear and intelligible. Over- 
elaboration, which will only complicate matters, 
should be avoided. 

(iti) Full information about departmental outputs, proces¬ 
ses and operations must be clearly presented and every 
item of expenditure must be properly classified. 

(tv) Data, complete and reliable in all respects, should be 
provided in a lucid form so that measurement of the 
variations between actual and standard costs is 
possible. 

6. Method of maintenance of cost records. A choice 
has to be made between integral and non-integral accounting 
systems. In case of integral accounting system no separate set of 
books are maintained for costing transactions but they are interlocked 
with financial transactions into one set of books. In case of non¬ 
integral system separate books are maintained for cost and financial 
transactions. At the end of the accounting period the results shown 
by the two set of books are reconciled. In case of a big business 
it will be appropriate to maintain a separate set of books for cost 
transactions. 
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7. Elasticity. The costing system should be elastic and cap¬ 
able of adopting to the changing requirements of the business. 

It may, therefore, be concluded from the above discussion that 
costing system introduced in any business will not be a success if it 
ii unduly complicated and expensive ; if cost accountant does not 
get the co-operation of the staff; if cost statements cannot be re¬ 
conciled with financial statements ; and if the results actually 
achieved are not cojnpared with the expected ones. 

Methods of costing 

Costing has been defined as “the technique and process of as¬ 
certaining costs”. 

The principles in every type of costing are the same but the 
methods of analysing and presenting the costs differ with the nature 
of business. 

Job co sting 

Where production is not highly repetitive and, in addition con¬ 
sists of distinct jobs or lots so that material and labour costs can 
be- identified by order number, the system of job cr sting is used. 
This method of costing \s very common in commercial foundries and 
drop forging shops and in (Plants making specialised industrial 
equipments. In all these cases an account is opened for each job 
and all appropriate expenditure is charged thereto. 

Contract pa sting 

Contract costing does not in principle differs from job costing. 
A contractus a big job while a job is a small contract. The term is 
usually applied where at different sites large scale contracts ace 
carried out. In case of ship-builders, printers, building contractors 
etc. this system of costing is used. 

Job or contract costing is also termed as ‘Terminal Costing'. 

Cost plus cost ing 

In contracts where besides ‘cost' an agreed sum or percentage 
to cover overheads and profit is paid to the contractor, the 
system is termed as cost plus costing. The term ‘cost' here in¬ 
cludes material labour, and expenses incurred directly in the process 
of production. The system is used generally in cases where Govern¬ 
ment happens to be the contractee. 

B atch costi ng 

Where orders or jobs are arranged in different batches after 
taking into account the convenience of producing articles batch 
costing is employed. Thus, in this method, the cost of a group of 
products is ascertained. The unit of cost is a batch or groim of 
identical products, instead of a single job order or contract The 
method is particularly suitable for general engineering factories 
which produce components in convenient economic batches and 
pharmaceutical industries. 
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Pro cess c oating 

If a product passes through different stages, each distinct and 
well-defined, it is desired to know the cost of production at each 
stage. In order to ascertain the same, process costing is employed 
under which separate account is opened for each process. 

This system of costing is suitable for the extractive industries, 
e.g., chemical manufacture, paints, foods, explosives, soap making 
etc. 

Operat ion c osting 

Operation costing is a further refinement of process costing. 
The system is employed in industries where mass or repetitive pro¬ 
duction is carried out or where articles or components have to b6 
stocked in semi finished stage, to faciliate the execution of special 
orders, or for convenience of issue for later operations. The pro¬ 
cedure of costing is broadly the same as for process costing except 
that cost unit is an operation instead of a process. For example, 
the manufacturing of handles for bicycles involves a number of 
operations such as those of cutting steel sheets into proper strips, 
moulding, machining and finally polishing. The cost of each of 
these operations may be found out separately. 

Uni t costing (output costing or single costing) 

In this method cost per unit of output or production is ascer¬ 
tained and the amount of each element constituting such cost is 
determined. Where the products can be expressed in identical 
quantitative units and where manufacture is continuous, this type 
of costing is applied Cost statements or cost-sheets are prepared 
under which the various items of expense are classified and the total 
expenditure is divided by total quantity produced in order to arrive 
at per unit cost of production. The method is suitable in indu^triei 
such as brick-making, collieries, flour mills, paper mills, cement 
manufacturing etc. 

Op erating co sting 

This system is employed wfiere expenses are incurred for pro¬ 
vision of services such as those rendered by bus companies, electricity 
companies, or railway companies. The total expenses regarding 
operation are divided by the units as may be appropriate (e.g., in 
case of bus company, total number of passenger-kms.) and cost per 
unit of service is calculated. 


Departmental costing 

Ascertainment of the cost of output of each department 
separately is the objective of departmental costing. Where a factory 
is divided into a number of departments, this method is adopted. 


Multlple ^cos ting (composite costing) 

Under this system the costs of different sections of production 
are combined after finding out the cost of each and every part 
manufactuj^gg^ ^cstem of as^grgj|l^g cost in this way is appii- 
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cable where a product comprises of many assembled parts e.g., motor 
cars, engines, machine tools, typewriters, radios, cycles etc. 

As various components differ from each other in a variety of 
ways such as to price, materials used and manufacturing .processes, 
a separate method of costing is employed in respect of each com¬ 
ponent. It is multiple costing in the sense that . more than one 
method of costing is employed. 

It is to be noted that basically there are only two methods of 
costing viz. Job costing and Process costing . Job costing is employed 
in cases where the items of prime cost (i. e. direct material, direct labour 
and direct expenses) are traceable to specific jobs or orders fore, g., 
house building, ship building etc. But where it is impossible to trace 
the items of prime cost to a particular order because their identity is 
lost in manufacturing operations , process costing is used. For example, 
in a refinery where several tonnes of oil are being produced at the some 
time, the prime cost of specific order of JO tonnes cannot be traced. 
The cost can be found out only by finding out the cost per tonne of 
total oil produced and then multiplying it by ten. It may therefore, be 
concluded that the methods of batch, contract and cost plus costing are 
only the variants of 1 job costing ’, while the methods of unit, operation 
and operating costing are only the variants of 'process costing'. 

Besides the above methods of costing, the following types 
of costing are u*ed by management only for controlling costs ana 
making some important managerial decisions. As a matter of fact 
they are not independent methods of cost finding such as job or 
process costing but are basically costing techniques which can be 
used with advantage with any of the methods discussed above. 

^ Ma rginal c osting 

It is a technique of costing in which allocation of expenditure 
to production is restricted to those expenses which arise as a result 
of production, i.e., materials, labour, direct expenses and variable 
overheads. Fixed overheads are excluded on the ground that in 
cases where production varies, the inclusion of fixed overheads may 
give misleading results. 


This technique is useful in manufacturing industries with 
varyimr^tevels of output. 

v^Direct costina . ) 


j. 


The practice of charging''-all direct costs to operations, pro¬ 
cesses or products, leaving all indirect costs to be written off against 
profits in the period in which they arise, is termed as direct costing. 

The technique differs from marginal costing because some fixed 
costs can be considered as direct costs in appropriate circumstances. 


Absorption costing 


The practice of charging all costs both variable and fixed to 
operations, products or processes; is termed as absorption costing. 

Uniform, costing 

A technique where standardised principles and methods of cost 

■% 
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accounting are employed by a number of different compan es and 

firms is termed as uniform costing. Standardisation may extend to 
method of costing, accounting classification including codes, 
methods of defining costs and charging depreciation, methods of 
allocating or apportioning overheads to cost centres or cost units _ 

The technique thus facilitates interfirm comparisons, establishment 
of realistic pricing policies etc. 

SYSTEMS OF COSTIMO 


It has already been stated that there are two main methods 
used to determine costs : 

1. The Job Cost Method. 

2. The Process Cost Method. 

It is possible to ascertain the costs under each of the above 
methods by two different systems ; 

1. Historical Costing. 

2. Standard Costing. 


Historical costing 

Historical costing (conventional or orthodox costing) is the 
determination of cost by actuals. It may be in the nature ot 
(») Post costing, or (u) Continuous costing. 

(%) Post costing. It means ascertainment of cost after the 
nroduction is completed. This is done by analysing the financial 
accounts at the end of the period in such a way as to disclose the 
cost of the units which have been produced. 

For instance, if the cost of product A is to be calculated on 
this basis then one must wait till the materials are actually 
purchased and used, labour actually paid, and overhead expenditure 
actually incurred. This system is useful only for ascertaining the 
costs but not useful for exercising any control over costs, as one 
comes to know of things after they had taken place. It can serve as 
a guidance for future production only when conditions in tuti»*-e 
continue to be the same. 


(ii) Continuous costing. In case of this system cost is 
ascertained as soon as the job is completed or even when the job is 
in progress. This is done usually by charging to the job or product 
actual expenditure on materials and wages and estimated share ot 
overheads. Hence the figure of cost ascertained in this case is not 
exact. But it has an advantage of providing cost information to the 
management promptly thereby enabling it to take the necessary 
corrective action in time. However, it neither provides any stand¬ 
ard for judging current efficiency nor does it disclose what the cost 
of the job ought to have been. 


Standard costing 

Standard Costing is a system under which tne cost of the pro¬ 
duct is determined in advance on certain pre-determined standards 
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Taking the above example, the cost of product A can be calcu¬ 
lated in advance if one is in a position to estimate in advance 
the material, labour and overheads that should be incurred over the 
product. All this requires an efficient system of cost accounting. 
However, this system will not be useful if a vigorous system of 
controlling costs and keeping it upto standard cost is not in force. 


days. 


Standard costing is becoming more and 

QUESTIONS 


more popular now-a- 


THEORETICAL 


1. What is ‘Cost Accounting’ ? What are its objectives ? How do cost 
accciT.tirg records help in the planning and control operations of a business 

enterprise. -— ( 9. Com;, -Delhi, '76) 

2. W hat is meant by 'Ccst Accounting’ ? In what essential respects does 

cc it ftc< i r.tirg differ firm finarcia! accounting? (B. Com , Delhi , 1972) 

3. (a) What do you understand by Cost Accounting ? 

(6) Explain briefly the different elements of cost. 

( B. Com. (Pass) Delhi, 1973) 

4. Reconcile the following two statements quoting examples to illustrate 
the validity of each : 

(i) “Costing is an instrument of managerial control” 

(//) “Costirg is cothirc more th«-n a detailed analysis of expenditure”. 

(B. Com. Delhi, 1974) 

5. Explain fully the concept of cost. How dees Cost Accounting contri¬ 
bute to the effective and efficient management of an industrial establishment ? 

(B. Com. Delhi , 1978) 

6. “Financial accounting procedures arc generally designed to ascertain 

the periodic profit or loss, but there arc important limitations and deficiencies 
in the system” Discuss. (B. Com. Delhi 1977) 

1. Why is cost accounting necessary ? Mention steps which should be 
taken to install cost accounting. (C.A. Inter May 1977) 

8. “Cost Accounting System is rcitl er unnecessary nor expensive rather 

it is a prcfitablc investment” Comment. ( Rohtak Sept. 1977) 

9. “An efficient system of costing is an essential factor for industrial 
control under modern conditions of business and as such may be regarded as 
important part in the efforts of any management to secure business stability”. 

Discuss (Rohtak April 1977) 

10. "A cost accounting system that simply records cost for the purpose 
of fixing sale prices has accomplished only a small fart of its mission.” 

(Rohtak April 1976) 

11. Define (o) Direct Materials. (6) Direct wages, (c) Direct Expenses. 

(C.A. Inter Nov. 1976) 

12. Distinguish between ’Unit costing’ and “Job costing,” and indicate 
the types of industries where each would be applicable. 

(B. Com. Delhi , 1970) 

13. Describe briefly the various methods of costing. Stale giving reasons, 
which method of costing you would recommend for use in .the following: 

(i) Chemical Works 

(ii) Road Transport Company 

(ii'i) Steel owning iron ore mines 

(iv) Coal 

(v) Nursing Home 

(vi) Painter and Decorator 

(iff) Constructional Engineer 

[Abs. (0 Process, (ii) Operating, (iii) Process, (iv) Single, (v) Operating 
(vi) Job, ( vii ) Contract.] K 
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“ Ch yT^Mention with reasons the type of costing you will adopt in the 

following industries: 

(а) Cement manufacturing 

(б) Soap manufacturing 

(c) Railways 

(d) Ship builders / nfe r., '67) 

ig\ Bicycle manufacturing v . . , 

[Ans (a)Output. (ft) process, (e) operating. (<f) contract, («), multiple.) 

,6 What method of costing wou.d you recommend for the fo.iowmg 
Industries 1 Give reasons : 

fa) Ship building 

( 5 ) Toy manufacturing ,,CWA Inter. '64) 

(i c ) Readymade garments. ' * . . t , 

V [Ans. (a) contract, (6) operation, (c) batch.) 

17. Give a brief description of the following and mention the names of 
atleast two industries in which each of these could be utilised . 

(/) Job costing. (//) Operating costing. (I/I) Multi^co^stmg^ 

18. The directors of a manufacturing company are considering a proposal 
for the installation of a costing system. 

With a view to assist them in taking a decision you are required to pre- 
pruc . swt'ementShowing the objcc.s and advan.agc, of a cos.mg^ys.cm- ( ^ 

difflnllti« h you would expect to arise and how you would endeavour to overcome 
them. ( D.C.W.A .. Rajasthan, 1973) 

->a while devising a cost accounting system for an industria 1 unit of a 
mediui^izOn*Mte wha* are the essential points which should be kept in view 
from the point of view of : 

(1) . The organisation as a whole ; 

(2) Cost accountant; and 
/T) The top management. 

K } (C.A. final Nov. 9 1963) 

2»v It has been said that “good costing system is an invaluable aid to the 
managed* Enumerate the chief points in support of this statement. 

22. Explain any three of the following : 

(a) Cost unit and cost centre. 

(b) Oost allocation and cost apportionment. 

(c) Dkect cost and Indirect cost. 

(rf* Operating cost and process cost. 

(A Cost redaction and cost control. 

Distinguish between : Historical costing and Standard Costing 

inter . 9 rtov . 9 O'l 

74 Distinguish between cost estimation and c^st ascertainment. 
Explain srfiy both are important to a manufacturing concern. ^ ^ . ?g) 

Distinguish between chargeable expenses and overhead expenses. 

(C.A. Infer Nov. ’78) 


23. 

Systems. 

TA. 


15 . 
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PRACTICAL 

26. From the following particulars prepare a cost sheet showing the total 
;r tonne for the period ended 31st Dec., 1978 : 


cost per 

Raw Materials 
Productive Wage*. 
Direct expenses 
Unproductive wages 
Factory rent and taxes 
Factory lighting 
Factory heating 
Motive power 
Haulage 

Director's fees (works) 
Director's fees (office) 
Factory cleaning 
Sundry office expenses 
Estimating 
Factory stationery 
Office stationery 
Loose tools written off 
Rent and taxes (Office) 
Water supply 


Rs. 

33,000 

35,000 

3,000 

10.500 

7.500 
2,200 

1.500 
4,400 
3.000 
1,000 
2,000 

500 

200 

800 

750 

900 

600 

500 

1,200 


Factory Insurance 
Office Insurance 


Rent of warehouse 

Depredation of 
—Plant and machinery 
—Office Building 
—Delivery vans 
Bad Debts 
Advertising 

Sales Department salaries 
Unkeeping of delivery vans 
Bank charges 
Commission on Sales 


1,100 

500 

400 

300 

2,000 

1,000 

200 

100 

300 

1,500 

700 

50 

1,500 


The total output for the period has been 10,000 tonnes. 

[Aos. Prime cost Rs. 71,000 Works cost Rs. 1,08,050, Office cost 
Rs. 1,13,600, Total cost Rs. 1,18,200, Cost per tonne Rs. 11*82]. 
The cost of sale of product A is made up as follows : 
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Materials used in manufacturing 
Materials used in packing materials 
Materials used in selling the product 
Materials used in the factory 
Materials used in the office 
Labour required in producing 

Labour required for supervision of the Management—Factory 
Expenses—Direct—Factory 
Expenses—Indirect—Factory 
Expenses—Office 

Depreciation-Office Building and Equipment 
Depreciation-Factory K ... 

Selling expenses 

^ e, * ht . . 

Advertising 


Rs. 

5,500 

1,000 

150 

75 

125 

1,000 

200 

500 

100 

125 

75 

175 

350 

500 

125 


... ^T D8 J hat al1 ,h « c *"!?“** ““.ufcctured are sold, what should be the 
selling price to obtain a profit of 25% on selling price 7 

Illustration in a Chart Form for presentation to your manager the Divi¬ 
sions of COsts for product A. 

[Ads. frime mst $*- 8,500 : Work* cost Rs. 9.050: Cost of production 
Rs. 9,375 ; Total cost Rs. 10,000 ; Selling price Rs. 13,333]. 

[Hint. Show the chart in the form of a sub-divided bar or pie diagram]. 

T w hc fo f ,,owin 8 Particular* relating to the year 1977 have been taken 
mixture • b0OkS ’ * chcm,cal works manufacturing and selling a chemical 


K*. 


Rs. 
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Purchases: 

Raw materials 

1.60,000 

1,80,000 

24,250 

Factory stores 


Salesr 

Finished Mixture 

1.53.050 

9,18,000 

Factory;Scrap 


8,170 

Factory wages 

Power 


l f 7 8,650 
30.400 

Depreciation of Machinery 


18,000 

Salaries : 

Factory 


72.220 

Office 


37,220 

Selling 


41,500 

Expenses: 

Direct 


18,500 

Office 


18,200 

Selling 


18,000 


Kg. 

Rs. 

Stock on 31st December, 1977 : 

Raw material 

1,200 


Finished Mixture 

450 


Factory Stores 


5,550 


The stock of finished mixture at the end of 1977 is to be valued at the 
factory cost of the mixture for that year. The purchase price of raw materials 
remained unchanged throughout 1977. 

Prepare a statement giving the maximum possible information about cost 
aud Its break up for the year 1977. 

(B. Com. Delhi, 1978) 

[An. Prime cost Rs. 3.77,800, Factory Cost Rs. 5.16.200, Cost of pro¬ 
duction of finished mixture sold Rs. 5.71,852. Cost of sales Rs. 
6,31,352). 


29. Calculate (a) Value of raw materials ooasumei (b) Total cost of 
taction, (c) Cost of foods cold and idj The amount of profit from the follow- 
part Icula rt 


Da 


Opening block : 

Raw Materials 
Finished Goods 
Qoeisg Stock : 

Raw Materials 
Finished Goods 
Raw Materials Purchased 
Wages paid to Labourers 
Chargeable Expenses 
Rent, Rates and Taxes 
Power 

Factory Heating and Lighting 
Factory Insurance 
Experimental Expenses 
Wastage of Materials 
Office Management Salaries 
Office Printing A Stationery 
Salaries of Salesmen 
Com mission of Travelling Agents 
Sales 


5,000 

4,000 

4.000 

5,000 

50,000 

20.000 

2,000 

5.000 

2,000 

2,000 

1 . 01-0 

500 

200 

4,000 

200 

2^000 

LOW 

1 , 00,000 

(A/. Com., Sf»as, December , 1980) 


[Aas. (a) Rs. 51,000 (b) Rs. 87,700 (c) Rs. 89,700 (d) Rs. 10,300) 
(Hint. Presume that raw materials consumed include wastage of Rs. 200 am 
such wastage is normal) 
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Materials 


, J 1 HE first element of the cost of the product is raw material. In 

h* fniin [ i{ B r We are d, J? us * ,n g ‘he techniques and procedures, 
to be followed, for controlling this important component. 

MATERIALS CONTROL 
Why necessary "- 

n,„r»f!^ a,erials form an * m P ortai >t part of the cost of a product and 
therefore, proper control over materials is necessary from the time 

5 P lac ^ d w,th ,he . suppliers till they are actually consumed 
m plant and office operation, or have been sold as merchandise. 
An efficient system of materials control will lead to a significant 
reduction in production cost. * 

Control over materials is also necessary to assure a steady 
Item materials. In the absence of quantity-on- 
regarding each item, there is a constant danpsr of 
materials b eing stored, in too small a quantity which marresult in 

or h ffitoo »T ,U V UP °". * t0 PP in S ‘he whole assembly line. 

• or in too laige a quantity resulting in serious obsolescence losses. 

Materials control defined 

over ,^ a n?n!. als C ° ntro1 may be defined as the *y»ematic contro' 

=»=££, 

[t) Purchasing of materials. 

■y Receiving of materials. 

<m Inspection of materials. 

•fv) Storage of materials. 

W Issuing of materials. f 
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(t») Maintenance of Inventory Records, 
(vii) Stock^udit. 


PURCHASING OF MATERIALS 

The work of purchasing materials should be handle^ if the size 
Of the concern permits, by a separate Purchasing Department 
under an official designated as Purchase Manager. In orderto 
ensure procurement of materials of requisite quantity at economic 
prices folloWing points should be noted : • 

1. Purchasing should be centralised all purchases should 

be done by the Purchasing Department except for small purchase 
which may be done by departmental managers. This will resl l u 
eCcieut buying on account of the specialised knowledge ot e 
frtfriiAse Manager, and advantageous prices and favourable term s 
because of bulk purchases. 


2. Full co-operation between Purchasing Department and 
other Departments is necessary. It will be proper if standard lists 
containing requirements of all the departments of the factory, are 
prepared. 


3. Close liaison is a must between the Purchasing and the 
Accounts Departments, as purchasing involves financial liability. 
It should be the endeavour of the Purchasing Department to avoid 
unnecessary investment in inventories. 


4. The Purchase Manager should have a good technical 
knowledge of the industry, and a large measure of administrative 
and organising ability. 

5. A proper purchase procedure should be followed. 


Purchasing procsdurs 

Purchase Requisition. The initiation of purchase begins with 
the receipt of a purchase requisition by the purchasing department. 
The purchase requisition is prepared by the storekeeper for regular 
stock items and by the departmental he^d for special equipment or 
materials not stocked as regular items. The requisition is approved 
by one or more executives in addition to one originating the requisi¬ 
tion. The requisition is prepared in triplicate, the original copy is 
sent to the purchasing department, the second is retained by the 
storekeeper or executive initiating_the purchase requisition and the 
third copy is sent to the costing department. The requisition 
contains particulars regarding quantity, the quality or material 
specifications, and the date by which purchase of materials is re¬ 
quired. The requisition may be in the following form : 
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PURCHASE REQUISITION 

No. 102 Date 1st May, 1978 

Please purchase for X Department/Work Order No. 210 


Serial 

No. 

Stock . 
Code No. 

Description of Articles 

Quantity 

Remarks 

1 

B. 36 

1J" Copper Nails 

5 kg. 

Materials required 

16th May ’78 

Requested by J. Ram 


Approved by S. Ram 


Fig. 5 


Inviting Quotations. On receipt of Purchase Requisition the 
Purchase Department would invite tenders or quotations for supply 
of goods. A schedule of quotations may be prepared in the follow¬ 
ing form : 


SCHEDULE OF QUOTATIONS 
Material 1J' Copper Nails 


Date 4:h May *78 


Name of the 
Supplier 


Time of 
Delivery 

Terms of 
Delivery 


1. Hall Sc Co. 

760/- 

.7 days 

— 


2, Copper Sc Co. 

Ltd. 

720/- 

14 days 



3. White Sc Co. 

710 /• 

10 days. 

Kfl 

Accepted 


Purchasing Clerk J. Sahai 



Purchase Manager R. Sarkar 


Fig. 6 

--*«rchase Qrder. The purchase order is prepared by the 

purchasing department. It is a written authorisation to the vendor 
or supplier to supply a specified quantity and quality of materials at 
the stipulated terms, and at the time and place mentioned. It is 
signed by she Purchase Manager and is executed after investigating 
the sources of supply, so as to acquire the highest quality materials 
at the lowest price. The order may be in the following form : 
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R. Sarkar 
Purchase Manager 


Fig. 7 


The purchase order is generally prepared in triplicate. The 
original copy is mailed to the vendor, the duplicate is sent to the 
accounting department and the triplicate is retained by the purchas¬ 
ing department. Some concerns prepare fi' r e copies of the purchase 
order. The fourth and the fifth copies are sent to the storekeeper 
(or departmental head who initiated the purchase requisition) and 
the receiving^partment, respectively. 


The work of unpacking the goads and their verification is 
performed by the Receiving Department. The receiving clerk 
verifies the contents of the packages with the consignment notes sent 
by the suppliers, in triplicate, (JJjong with the packages. He enters 
the date of receipt, quantity received by t.itn, and the condition of 
goods, in the consignment notes. The original copy is sen^byjiiro 
with the Materials Received Report in duplicate to the Stores 
Department. The other two n.*e sent bick to the supnlier. Some¬ 
times a copy of the Purchase Older, without the quantities filled in, 
is also supplied to the leceiving cleric. It serves two purposes : 

(i) The receiving clerk has mt to face the difficult task of 
classifying the materials- 
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(it) It results in procuring an independent report about the 
exact specification of materials, from the receiving clerk. 

Five copies of the Materials Received Report are generally 
prepared. The original is sent to the Purchasing Department as an 
indicator of the fact that the goods ordered have been recei ved 
Three copies_ax£_sem_in the stores or the production department 
along with tliematerials. The store or the production department 
sends one copy each to'the Inspection and the Accounts Depart¬ 
ments. One copy is retained by it for future reference. The report 
may be in the following form : 


.MATERIALS RECEIVED REPORT 


Received At Works 
From White & Co. 
Bombay 


Purchase Order No. 421 
Date 16th May *78 



Description 

Stock 
Code No. 

1*' Copper Nails 

B. 36 


goods 



Counted by A. Madan 
Inspected by R. Shekhar 


Approved by C. Dcsai 
(Receiving Officer) 


Fig. » 

INSPECTION OF MATERIALS * - 

The responsibility of verifying the weight, count or measurement 
is that of the receiving department, but the responsibility to 
see that goods have been received according to purchase order speci¬ 
fications, is that of the inspection department. It may subject 
samples to laboratory tests, if necessary. It submits its report of 
inspection and testing in triplicate. .The' original is sent to the 
purchasing department,, and* th6* second to stores or production 
department, and thfe tfiird is retained by it for future reference. 

STORAGE OF MATERIALS 

The function of storage of materials is performed by the store¬ 
keeper: . His duties include accepting, identifying, classifying and 
proper placing of materials. Efficient storage requires the considera¬ 
tion of the-following points : 

' Np-£ffacking of materials * 

phe store-keeper should accept m trials only- after proper 
checking. He should verify the materials received with the consign - 
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verification^ the Accounts Department. 

y'Cfas *ification and codification of materials 

Proper system of classification and codification is necessary 

to prevent fixing of one type of materials with the other. Ih.s 
also helps in increasing efficiency of the factory on account of instant 
availability of materials and supplies in required quantities. 

Materials should be classified according to their nature in 
appropriate categories eg., materials of an engineering concern 

may be classified as mild steel, tool steel bronze, copper etc., and 

each of these categories may be further classified suitably. In order 
to save time in handling of materials and prepare written documents 
and to remove ambiguity in description of materials, it wit De 
better if each store item is given a code number. There aie two 
important methods of codification of materials 

(%) Alphabetical. In this method alphabets or letters are used 
for codification of each catogarv of materials e g., copper wire ma> 
be coded as CW or steam coal may be coded as SO etc. 

(n) Numerical Method. Numerical coding should be invari¬ 
ably be used where material accounting is to be mechanised by use 
of punched cards. The first thing to be done in numerical coding is 
to prepare a list of the various departments and alloting to each o 
them a number. A list of materials should i.i>o to be prepared and 
each type of material should also be given a number. The first two 
digits of the code number may indicate the department for which 
the materials are meant and the other two digits may tell the name 
of materials as mentioned in the standard list. For example, if the 
code is 1281 it means material No. 81 (say mild steel) used in 
department No. 12. 

A combination of these two methods may also be used lor 
coding. For example, copper wire of gauge 3 m.m., quality C, 
stored in rack No. 15, may be given the code number CYV 3-C/15. 
Such a method gives much more exact information than an) of the 
above two methods. 

Codification of materials helps in two ways— 

(») In the absense of coding the title of an account may 
have to be written a number of times. This results in 
unnecessary clerical work, particularly in case of 
lengthy account titles. 

(«) Secrecy, about the exact nature of the transaction from 
the general office employees, can be kept. 


a nd racks 

The store should be divided into several sections, each meant 
for one particular type of material. Each section should have 
suitable containers for keeping different varieties of that particular 
type of material.' Such containers are termed as Bins or Racks. 
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(j 

Each bin or rack should also be appropriately numbered and in¬ 
dexed for easy identification. For example, the store may have a 
separate section for bolts. This section may keep bolts of different 
sizes in different bins. To facilitate material handling and easy 
location of materials it will be better if floor plans are exhibited at 
the entrance of eaeh store room exhibiting the location of various 
sections. . 

\ • , T 

Maximum and minimum levels 

In order to avoid over and under investments in materials, 
the management should decide the maximum and the minimum 
quantity of materials to be kept in the store. The limits set by the 
management should be observed by the store-keeper. 

Maximum level 

The maximum level is the largest quantity of a particular 
material which should be kept in the store at any one time. The 
fixation of maximum level is necessary to avoid unnecessary block¬ 
ing up of the capital in inventories, losses on account of deteriora¬ 
tion and obsolescence of materials, extra overheads (rent etc.) and 
temptation to thefts. The maximum level of materials vshould be 
decided after taking into consideration the following points : — 

(») Storage space . Large stocks of materials require large 
storage space and, therefore, the maximum quantity 
of a particular type of material will depend upon the 
total space available, and the space to be allocated or 
already allocated to other items. 

(ii) Availability of working capital. Stocks require invest¬ 
ment of capital and therefore, availability of working 
capital for investment in a particular type of material 
should also be considered. 

(m) Seasonal considerations. To maintain uninterrupted 
production larger quantities of materials in stores will 
be required if the materials are available in the market 
only in certain seasons. 

(iv) Rate of consumption of materials and time necessary in 
obtaining new materials. 

(t>) Rules framed by Government for import or procurement. 
If due to these materials are difficult to obtain and 
supplies are irregular) the maximum level should be 
high. 

(vi) Economic order quantities. This has been explained 
later. 

(tnt) Cost of storage, insurance , nterest on capital invested 
in stocks are some of the other points to be con¬ 
sidered. 

Formula 

Maximum level = Re-order level -f- Re-order quantity — (Minimum 

• consumption X Minimum Re-order period ). 

(Please refer to Illustrations 4 and 5 for computation) 
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Minimum levol (safety or buffer stock) 

The minimum level is the lowest quantitative balance of 
materials in hand which must be maintained in hand at all times so 
that the assembly line may not be stopped on accoimt of non¬ 
availability of materials. It should be decided by taking into 
account ol following factors : 

(i) Average rate of consumption of materials. 

(ii) Average time required to obtain delivery of fresh 
supplies; 

(»»'•) Re-order level. 

Formula 

Minimum fagl = Re order level—(average rale of consump - 
tionX average time required to obtain freak 

/s' delivery) 

yyX *asc refer to Illustxation 4 and 5 for computation). 

^/Ordering level (re-ordering level) 

It is the point at which if the material in store reaches further 
supplies must be ordered. The re-ordering levels is fixed somewhere 
between the maximum and minimum level in such a way that the 
quantity of materials represented by the difference betwee n, the re - 
ordering level and the minimum level will be sufficient to meet tne 
demands of production till such time as the order materialises and 
supplies are received. Re-order level mainly depends on two 
factors : 

(i) Maximum consumption. 

(i») Lead time, the anticipated time lag between the 
dates of issuing orders and the receipt of materials. 

Formula 

Re-order level *= Maximum re-order periodX Maximum usage. 

(Please refer to illustrations 4 ard 5 for compulation). 

Danger level 

U is the level of stock below which the material stock should 
never ue alloWed to fall in normal circumstances. It is slightly less 
than the minimum level, and at such a point the Purchase Manager 
should make special efforts to acquire required materials and stores. 

In some concerns danger level is fixed above the minimum 
level but below the re-order level. In case the order has been placed 
for materials on reaching the re-order level, the only significance of 
such a level is to check up with the Purchase Department that 
materials will be received in time. Thus, fixation of danger level 
below the minimum level is meant for taking corrective action, while 
its fixation above the minimum level is an indicator for preventive 
action. 

Economic ordering quantity 

It refers to the size of the order which gives maximum economy 
in pi;i chasing any material. It is also referred as optimum or 
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standard ordering quantity. It is fixed mainly after taking in;o 
consideration the following costs : 

(») Ordering cost. It is the cost of placing an order and 
securing the supplies. It varies from time to time 
depending upon the number of orders placed and the 
number of items ordered. The more frequently the 
orders are placed, and fewer the quantities purchased 
on each order, the greater will be the ordering cost 
and vice versa. 

[ii) Inadequate inventory cost. The precise ascertainment 
of such cost is virtually impossible. It includes the 
cost of expediting purchases, obtaining rush deliveries, 
keeping track of back orders etc , all associated vith 
carrying too little inventory. Besides that loss of sales, 
customers, goodwill etc., arising from non-fulfillment 
of delivery promises arc also covered by this category. 

(in) Inventory carrying cost. It is the cost of keeping hems 
in stock. It includes interest on investment, 
obsolescence losses, store keeping cost, insurance pre¬ 
mium etc. The larger the volume of inventory, the 
higher will be the inventory carrying cost and vice 
versa. 

The first two costs may be referred as the “cost of acquiring” 
while the last as "cost of holding” inventory. The cost of acquir¬ 
ing decreases while the cost of holding increases with every increase 
in the quantity of purchase lot. A balance is therefore struck bet¬ 
ween the two opposing factors and the economic ordering quantity 
is determined at a level for which the aggregate of two costs is the 
minimum. 


Formula 


where, 




rT 


2UxP 
S 

Q =Economic ordering quantity 
U =Quantity (units) purchased in a year 
P=Cost of placing an order 
S =Annual cost of storage of one unit. 

(Please refer Illustration 3 for computation) 

Re-ordering quantity 

The term re-ordering quantity refers to the standard quantity 
of material which is normally placed on order when the stock \Y 
reaches the re order level. The term is used generally in svr.oni- 
mous with the economic ordering quantiry since order should be * It 
placed only in such size which will be economical for the enterprise r 
in all respects » 

Average stock level V 

The level indicates the average stock held by the concern. It ■ ' 
is calculated with the help of following formula : vimfir 
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Average slock level=1/2 {.Maximum level+Minimum level) 

A more refined method of measuring average stock level is one 

involving re order quantity. The formula is : 

Average stock level-Minimum slock level+1/2 (Rt order '^ anlity) 
Illustration 3 f 

a refrigerator manufacturer purchases i GOO unus of cermm 
is Rs. 8 . Calculate the economic ordering quantity 

your lesults. 

Solution 

I2UXP 

Q= \j Q 


... / 
and tabulate 


J 


•2x1600x100 


=V40.000 
= 200 units 


Annual 

requirement 




1,600 


Orders 
per year 

~\L 

Units per 
order 

£ 

Order 

placing 

costs 

Y? 

Average 
inventory 
in units 
(50% of 
order 
placed) 

XZ- 

Carrying 

costs 

vi 

1 

2 

1,600 

Rs. 

100 

,je A 

800 

Rs. 

6,400 

800 

200 

400 

3,200 

3 

533 

300 

267 

2,136 

4 

400 

400 

200 

1,600 

1,280 

5 

320 

500 

160 

6 

267 

600 

134 

1,072 

7 

229 

700 

115 

920 

* 

8 

200 

800 

100 

800 

9 

178 

900 

89 

712 

10 

160 

1,000 

80 

640 


Total 

annual 

costs 






Rs. 
6,500 
3,400 
2 r 436 
2,000 
1,780 
1,672 
1,620 
1,600— 
1,612 
1,640 


The above table shows that total cost is the minimum when 
each order is of 200 units. Therefore economic ordering quantity is 

200 units only. 

a graphic presentation of the economic ordering quantity on 
the basis of figures given in the above table will be as follows : 
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Orders in a year 
Fig. 9 


Illustration 4 . 

Two components, A and B are used as follows : 

Normal usage 50 units per week each 

Minimum usage 25 units per week each 

Maximum usage 75 units per week each 

Re-order quantity A : 300 units 

B : 500 units 

Re-order period A : 4 to 6 weeks 

B : 2 to 4 weeks 
Calculate for each component : 

(а) Re-order level. 

(б) Minimum level. 

(c) Maximum level. 

( d ) Average stock level. 

Solution 

Re-order level 

=Maximum re-order period X Maximum usage 
Component A : 6x75=450 units 
B : 4x75 = 300 units 

Minimum level 

=Re-order level-[average rate of consumption x average 
time required to obtain fresh delivery) 

Component A : 450—(50 x 5) = 200 units 
B : 300-(50x3) = 150 units 
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Maximum level . 

=Re order level 4- Re-order quantity—{Minimum consump¬ 
tion* Minimum re-order period) 

Component A : 450 + 300-(25x4) = 650 units 
B : 300+500—(25x2) = 750 units 

Average stock level 

=Minimum slock level + 1/2 Re-order quantity 
A : 200+(1/2 x 300) = 350 units 
B : 150 + (1 /2 x 500) = 400 units 


be 


tenders («) 


Illustration 5 t . 

After inviting tenders two quotations are received as follows : 

(a) Rs. 1.20 per unit 

(b) Rs. 1.10 per unit plus Rs. 3.000 fixed charger to he 
added irrespective of the units ordered. 

Advise with your arguments with whom orders should 
placed and what quantity is to be ordered. 

The following additional information may be of interest : 

Units 

Present stock ,000 

Average monthly requirement 10.UUU 

Maximum level * **0,000 

Minimum level 30,000 

Sales tax problem may be ignored. 

Solution 

The difference between the unit prices of the two 
and (M is 10 P. The break even point is therefore 30,000 uni,- . 

Ai this point the unit prices under both the tenders will be the 

Same Placine an order with the person submitting tender (a) will be 
fitable only when the order is for less than 30,000 units. In case 
tlic^quantity to be ordered is more than 30,000 units, it is .11 be 
advantageous to place the order under tender (6). 

From the information provided it appears that the rna.Minum 
which order can be placed is 4D.0C0 units (McX.mum 
S 80 oS un^t -Present stock 35.000 units). It will be, there- 
stock »0,t accCD , the tender (6). This will result in reduction 

SSfS'StaS-WU* o- ol fixeil co„s ol E, S.CCO on 
units which are one and half times of the break-even p« in ol 
10 000 units However, this will involve additional capital outlay 
s torage space and other stock carrying costs. It would be better if 
the supplier under (6) could be made agreeable to stager the 
delivery over a longer period of time say a year An order fot 
1 20 000 units (one year’s requirements) may then be placed. 
SuDDlv of units may requested to be made in monthly or quarterly 
inswlments. This will considerably reduce the unit cost without 
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putting a heavy burden in terms of capital outlay, storage and 
other costs. . 


^ ISSUING OF MATER IALS 
Materials requisition s 

Material should be issued by the store keeper only on presenta¬ 
tion of a duty authorised "Materials Requisition NoU". It has 
been defined as “a document which authorises and records the issue 
of material for use.” 1 The requisition is generally signed by the 
foreman but in case, materials are required in large quantity, 
authorisation by a higher officer may be made necessary. The* 
requisition may be in the following form : 


MATERIALS REQUISITION 


Job No. E 513 
Department Engines 


Quantity 


20 ft. B 102 


Requisition No. 106 
Date 20th May *78. 


Workman J. Chapman 
Foreman R. Shekhar 



Bin. No. 218 
Storekeeper Ram 


Fig. 10 


Stores Ledger Folio 108 
Cost Clerk C. Desai 


• <g. IV 

The rate and amount columns will be filled in by the costing 
office after the materials have been issued. ^ t,n S 

The store keeper will make entries regarding the issue of 
materials m the appropriate bin cards and, after initiating I 
requisition, will send it to the cost office where postings wifi h,f 
done in appropriate job and stores accounts. 

The requisition is prepared in duplicate. One copy i s retain^ 
for reference by the department which initiates it. ained 

Bill of materials 

A Bill of Materials (Specification of Materials ) ;* a c _. , . 
of materials needed for a job or unit of production It i« ed ^, Ie 
prepared by the Engineering or Planning Department as soon 
order is received. It serves as a standard list of materials reqffi,^ 

1. Tei mi oology cf Cost and Financial Accountant, 

Institute of Cost Management and Accountants, Ehgf^d ^ by tho 
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work order. A specimen of a ‘Bill 


or materials is given uuun . - 

BILLS OF MATERIALS 

No_ 

Job No. - 

. . . Date_ 

Department authorised 


S. No 

Code No. 

or Size 
or Symbol 

Description 

Qty. 

Date of issue 

and Qty. 
issued 

_1 

Rate** 

Amo- 

>nl— 

Date* 

Qty.* 




• 






Authorised by_ 

Storekeeper’s Signature. 


Received by 
Checked by. 
eost Clerk 


Fig. 11 


Four copies of the Bill of Materials are prepared. One copy 
each is sent to the Production. Stores and Cost Departments and 
the fourth is retained by the Planning or Engineering Department. 

\ bill of materials performs the following four functions : 

1 It serves the purpose of an advance intimation to all 
concerned of the orders to be executed. 

2 It enables the stores department to issue a purchase 
requisitions so that materials are kept ready at the time 
of manufacture. 

3 It facilitates accounting .of material consumed as entries 
’ • in totals can be passed to the relevant jobs or processes. 

4 It may be used as an instrument of authorisation for the 
store keeper to issue the required material at the stated 

✓time. This will save considerable clerical work by dispen- 
J //sing with the necessity for several material requisitions. 

^ Materials returned note 

Materials supplied to a job may be in excess of its requirement 
ru- mav be defective. In such a case the job concerned will retern 
the materials with a "Materials Returned Note . The note will be 
prepared in duplicate and one copy will be returned by the job, with 


• To be filled in by the Store-keeper. 

•• To be filled in by the Costing Office. 
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materials, for reference. Materials Returned Note is similar to 
Materials Requisition Note and, therefore, to distinguish the former 
from the latter the former may be printed in red ink. The ruling 
of a typical “Materials Returned Note” is given below : 


MATERIALS RETURNED NOTE 


No. 7 

Department Engines 


Quantity 


Code 

No. 


Description 



Date 20th June *78 
Job Order No. E 513 


Amount* 

Rs. 


1000 


Authorised by R. Madan 


Received by C. Desai 


Bin No. 218 
Stores Ledaer Folio 108 
cost Clerk M. Md^ta 


give 


On receiving the materials the store-keeper will make entry on 
receipt side of the appropriate bin card and then send the 
“Materials Received Note” to the cost office which will give 
necessary credit to the concerned job. 

Materials transfer note 

As far_ as possible direct transfer of materials from one job 
to another should be discouraged because this will make difficult 
exercising of control over materials. However, in cases, where 
transfer of materials from one job to the stores and from there to 
another job will be a costly and inconvenient process on account of 
heavy handing and transport charges, materials may be directlv 
transferred from one job to the other provided they are accompanied 
with a “Materials Transfer Note”. The ‘Note’ will contain details 
regarding materials and the ‘Jobs’ involved. It will be signed by the 
foreman of the ‘ Receiving job’’ and then, sent to the cost office 
for making appropriate entries. 'A specimen of “Materials Transfer 
Note is given on the next page. 


To be filled injby the Costing Office. 
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MATERIALS transfer note 

laming Dept. Engines 

Receiving Dept. Tools 

No. 56 

Date 1st 

July ’76 

| Quantity 

Description 

Code 

No. 

Rate* 

Ry. 

Amount* 

Rs. 

Remarks 

3 ft. 

\ 0 Brass bars 

B-105 

5/- 

15 


Traarferred 
by M. Shek. 

Job No. B 

^- 

har 

516 

Received 
by S. Mudan 

Job No. E. 618 

Cost Clerk - Desai 


maintenance of inventory records 

Two sets of records for materials received, issued or transferred 
are generally maintained. They are— 

(o) By the storekeeper in the stores. 

(d) By the costing office. 

Records by the storekeeper 

'-•S^means a racK, container or space where goods are kept. 

f " ?" with serially numbered bins, each meant for a 

Particular type of material. A card (known as Bin or Stock card) 
particular yp d henever the materials are received 

is pUced outside each ^ ^ card Each bin card also 

or MS . ued *' ■ ,. rs regarding maximum, minimum and ordering 

^ oS -ib”r, r d 8 «cripU etc., of the materials kept in the 
hiT The bin cards assist the storekeeper to control the stock as they 
provide a continuous record of stock on each bin. 

The following illustration shows the writing up of a bin card. 

Illustration 6 

The following information regarding coal is obtained from the 
Stores Records of a factory : 

August W& Balances 200 : tonnes. 

2 Issued on Requisition No. 273 : 57 tonn«. 

4 Issued on Requisition No. 285.83^onnes. 

•To be filled in by Costing Office. 
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5 Received from supplier by Chilian No. 74 (A August 3, 1974: 120 ttfnnee. 

The supply was expected on this date. 

8 Issued on Requisition No. 341 : 92 tonnes. 

12 Issued on Requisition No. 364 : 30 tonnes. 

17 Received from supplier by Challan No. ?8of August, 17, 1978:100 
tonnes. The supply was expected on this date. 

24 Issued on Requisition No. 428 : 69 tonnes. - 
28 Issued on Requisition No. 447 : 29 tonnes. 

30 Received from Supplier by Challan Nb. 171 of Aflgast 30, 1978 : 125 
tonnes. The supply was expected on this date. Received back by credit 
slip No. 37 : 10 tonnes. 

31 Issued on Requisition No. 483 : 85 tonnes. 

Examination by the stock verifier on August 26, 1978, revealed 
a shortage of 5 tonnes. 

The maximum amount of stock of coal 
time is 200 tonnes and the minimum 50 tonnes, 
is 100 tonnes. 

Draw up the Bin card (No. 23) for coal with all necessary 
details showing the transactions in August, 1978. 

Solution 


permissible at any 
The ordering level 


BIN CARD 


Bin No. 23 
Department: Coal 
Stores Ledger Folio : 118 
Codq No. : C-39 


Deception : Steam 
Maximum Quantity : 200 tonnes 
Minimum Quantity : 50 tonnes 
Ordering Level: 100 tonnes 


Receipts 


Date 


1978 

Aug. 

1 


Challan or 
Credit Slip 
No. 


17 


30 


Opening Balance 

Challan No. 74 

Challan No. 98 


Qty. 

tonnes! 


Challan No. 171 
C. S. No. 37 


200 


120 


100 


Balance 


Date 


TT978 

AQg. 


125 

10 


8 

12 


24 

26 

28 


31 


Requi¬ 

sition 

No. 


Qty. 

Itonnetl 


273 

285 


341 

364 


428 

Short- 

Sf? 


443 


57 

83 


92 

30 


69 

5 

29 


85 


Qty. 

tonnes 


200 

143 

60 

180 

88 

58 

158 

89 

84 

55 

180 

190 

105 


Remarks 


Goods oa 
order and 
Audit Notes 


Fig. 14 
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(ii) Stores material control record 

Store, Material Control Record is “jgjSK'bin 

bin card,. The disadvantage of the system 

Cards is that the storekeeper does not have all dej fi d 

close at hand. He will have to go to the apprapna* 
out detail, about a particular type of material. This > parUcu a y 
inconvenient in case of a large store where various types. oraw 
materials and spare parts of mechanical equipmen s ' , l 

large quantities Stores transactions will also be numerous and thus 
making it pretty difficult for the storekeeper to record eacn 
transaction on the bin card as and when occurred. In case o 
material control record t he storekeeper has all details close at hand, it 
is written up in loose-leaf book or card file. The storekeeper no 
in it such information as quantities ordered, probable requireme . 
for particular contracts etc. besides such details which are entered 
in bin cards. In some big concerns the bin cards as well as stores 
material control record are maintained simultaneously. 

Specimen of a Store Material Control Record is given below : 

STORES MATERIAL CONTROL RECORD 
Description. Stores Ledger Folio. Maximum level. 


Code No. 


Minimum level. 

Bin No. Ordering level- 


Receipts 



On order 


Stock 

veri¬ 

fier’s 

Sig. 


Date 



Requi- 

Qty. Date sition 
No. 






Date! 

Qty. 

, 

ex¬ 

pected 


Fig. 15 

Records by the costing office 

dlStores le dger 

The"cost office maintains a stores ledger in which a separate 
account is opened for each kind of materials and spare parts 
stocked in store. It is generally maintained in thc ^ of feSer 
cards because they can be removed and inserted in the ledger 
conveniently. One card is allotted to each item of materials. 
Entries are made from Goods Received Reports, Invoices, Materials 
Requisition Slips and MateriUi Returned Notes. Entries made in the 
•tore* ledger are identical tr b>s~ on bin cards except that money 
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Fig. 16 
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values arc also shown in the stores ledger. 

The store staff should have no connection with the writing 
up of the stores ledger otherwise it will fail to impose an internal 
check upon the stores staff to maintain accurate store record. 

The ruling of the stores ledger is given in Fig. 16. This may, 
of course, be modified to suit the requirements of a particular class 
of business or industry. 

To maintain adequate control on both direct and indirect 
materials it is necessary that stores ledger should be kept on the 
"perpetual inventory system”, followed by “continuous stock¬ 
taking^ /These two terms have been explained below while ex- 
plaining/inventory systems 

./inventory systems 

Records pertaining to quantity and value of inventory in hand 
can be maintained according to any of the following two systems : 

(•) Periodic Inventory system. 

(»•) Perpetual Inventory system. * 


Periodic Inventory system. 

In case of this system the quantity anu value of inventory is 
found out only at the end of the accounting period after having a 
physical verification of the units in hand. The system does not pro¬ 
vide the information regarding the quantity and value of materials 
in hand on a continuous basis. The cost of ^ rnateriaU—used^is 
obtained by adding the total value oTTnWntory purchased during 
tfie^period IcTThe value of inventory in hand in the beginn¬ 
ing of the period and subtracting the value of inventory at 
the end of the period. For example if the value of inventory in the 
beginning was Rs. 10,000, purchases during the period were of 
Rs. 50,000 and the closing inventory Rs. 15,000 the cost of 
material* used will be taken as Rs. 45,000 (t.e. Rs. 10,000-f-Rs. 
50,000—Rs. 15,000). It is thus assumed that materials not in stock 
have been used. No accounting is done for shinkage, losses, theft 
and wastage. 

(Bfease refer to Illustration 19). 

v/Perpetual inventory system. 

It is also known as automatic inventory system. 

According to the Institute of Cost and Management Accountants 
London, it is “a system of records maintained by the controlling 
department, which reflects the physical movement of stocks and 
their current balance”. The definition given by Wheldon is more 
exhaustive and explanatory. According to him, it is ‘‘a method of 
recording stores balances after every receipt and issue, to facilitate 
regular checking and to obviate closing down for stocktaking”. 1 lhe 
basic object of this system is to make available details about the 
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quantity and value of stock of each item at all t.m« The system 
thus provides a rigid control over stock of materials as Physical sock 
can regularly be verified with the stock records kept in the 

and the cost office. 

Perpetual Inventory System requires : — 

(i) Maintenance of both bin cards as well as stores ledger on 
perpetual inventory system. Bin cards provide qua" 'ta- 
iive perpetual inventory while stores ledger provides 
quantitative-cum-valued perpetual inventory. 

($i) Adoption of continuous stock taking.^ 

Bin cards and stores ledger have already been ex P la '"^ '" '^ 
previous pages. The meaning and significance of continuous stock 

taking ii explained below. 


Continuous stock-taking^ 

An essential system of perpetual inventory system is contjnuous 

physical stock-taking. This is done by an .ndependent.nernalaud 
staff who compares the physical quantity with the 

in the bin card and the stores ledger. The procedure involved in 
stock audit has been explained later in this chapter. 

Discrepancies between the balance shown by the s * ores 
and the actual balance of stores may be due to any of these cases . 


Avoidable causes : The avoidable causes are : 



(i) Clerical errors e g. entering transactions in the wrong 
bin card ; 

(ii) Breakage and pilferage : 

(Hi) Placing of stores in the wrong bin, wrong issues ; 

(iv) Over issues or under issues. 


Unavoidable causes. The unavoidable causes are : 

(») Losses due to inherent nature of the material con¬ 
cerned such as evaporation, shrinkage etc. 

(«) Losses because of breaking the bulk-issuing materials 
in small lots as in sawing wood, loss in pouring liquid 
* etc. 

(m) Climatic conditions causing deterioration e.g, 
crumbling. 

(iv) Small defective units such as bolts and screws. 

Miscellaneous causes. They arc : 

(i) Losses due to accidents or fire. 

(ii) Pricing methods and price approximations. 

Following measures are necessary to prevent the discrepaocies 
bet«yeen the physical stock and the stock shown by the books : 

•u 
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(*) Proper storage conditions should be provided. A 
definite bin should be allotted to each item and it 
should be ensured that the item is kept only in that 
bin and nowhere else. 

(it) Responsibilities of various members of staff should be 
laid down and when losses due to careless handling 
occur, the person concerned should be held res¬ 
ponsible. 

(iii) No loss beyond normal limits should be tolerated 
without adequate investigation into the causes thereof. 
(tv) All losses, whenever they occur (except those occuring 
in the manufacturing process) should be immediately 
recorded both in the bin card and the stores ledger. 
Normal losses or unavoidable losses should be record¬ 
ed when the item concerned is checked but abnormal 
losses should be recorded immediately after they come 
to light. 

( v) A systematic procedure should be developed regarding 
movement of material from one place to another. No 
movement of materials should be allowed without 
proper authorisation. 

(in) The store room should be well guarded and protected. 
This will discourage people from attempting to pilfer 
goods. 

(ini) The Inventory Sheet which is used to record the result 
of stock verification should have columns to record 
actual quantity, quantity as per the bin card and that 
as per the Stores Ledger. Reasons for discrepancy 
between the last two figures should first be removed 
by comparing the entries concerned and then a 
reconciliation between actual stock and book figure 
should be attempted. 

Accounting treatment 

Losses due to unavoidable causes may be recovered from cost 
of production either (i) by issuing such materials at inflated rate or 
(ii) by transferring them to factory overheads. Losses due to other 
causes should be transferred to costing profit and loss account. 
Treatment of gains is also done on a similar pattern. Discrepancy 
due to clerical errors etc c an be corrected by passing a suitable entry- 
in the relevant records. 

Advantages. Perpetual Inventory System has the following 
advantages— 

1. The system serves as a moral check on the stores staff. 
They keep the stores record up-to-date and are deferred 
from committing dishonesty. 

2. Interim financial accounts can be prepared with greater 
convenience because the long and costly work of actual 
stocktaking is avoided. 
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3. 


4. 


5. 


6 . 


Over-investment in stock can be avoided because quantity 
and value of materials in stock is always known. 

In case of destruction of stock by fire, the system helps 

in satisfactory settling the insurance claim as correct stock 
figures can be readily obtained. 

Lo SS of stock due to pilferage or obsolescence etc. is 

detected at an early stage and suitable steps can be taken 
to prevent its recurrence. 

Timelv replenishment of stock is facilitated as the ma¬ 
nagement may be informed daily of the number of uni s 
and the value of each kind of material on hand This 
tends to eliminate delays and shut down in Plant acti- 

abstract 

Materials Abstract is an analytical statement of materia s 
.M* “Jiff-rent jobs. It is prepared on the basis of materia s 

,SSUe ^ t °n slim lt facilitates in ascertaining the cost of materials 
reqmsi ion slip - u to b e noted that the total volume of stores 

1SSU ^ t tailv with the total value of materials debited to differ- 

A specimen of Materials Abstract is given 

°" control accounti 

nrinriole of self-balancing ledgers may also be applied to 
, he stor^S?maintained by ‘the cost office. A Stores Ledger 

STORES LEDGER CONTROL ACCOUNT 



1978 
Jan. 1 
.. 31 




31 


Feb. 1 


To Balance b/d 
To General 
ledger 
adjustment 

a/c 

(Purchases 
Journal) 

To General 
ledger 
adjustment 

a/c 

(Materials 

returned 

notes) 


To Balance b/d 


30.500 


60 


Jan. 31 


150 


40 


»* 


»* 


By Work-in-pro¬ 
gress ledger 
control a/c. 
(as per ma¬ 
terials abs¬ 
tract) 

By Wastage 
By Balance c/d 


40,651 40 


24,210 


40 


Fig. 17 


1. For more details please refer to chapter 10 of the book. 
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Control Account may be opened in the books. The postings are 
made in this account only in totals. The balance 1 . , 

should tally with the individual balances of different ^counts_m the 
stores ledger. Any discrepancy will indicate about the incorrect 
postings in the stores ledger The stores ledger control account may 
appear as on page 59. 


(»v) Purchases journal 

A Purchases Journal may be maintained in the cost office for 
facilitating postings in the Stores Ledger Control Account It is 
useful otherwise also as it gives detailed information about the 
quantity and value of material purchased together with the names of 
suppliers. A specimen of the journal is given on page 62. 


Valuations of Materials 


Accounting for materials involves valuation of materials re¬ 
ceived (Incoming Materials) and issued (Outgoing Materials). 


INCOMING MATERIALS 

The incoming materials should be valued at invoice price (less 
trade or quantity discount-explained below) plus all expenses of 
whatever nature incurred upto the point of placing materials in a 
condition suitable for issuance from the stock room. These expenses 
include : 


(a) transportation charges, cartage etc. ; 

(b) receiving, unpacking and inspecting costs ; 

(c) insurance and storage costs ; 

(i d) accounting and purchasing costs. 

In order to avoid difficulty of ascertaining costs (6), (c) and ( d ) 
for each consignment of materials received, usually they are consi¬ 
dered as overhead costs. 

Besides the above costs the basic price of materials will have tc 
be adjusted taking into consideration the following points : 


Cost of containers 

The supplier of materials may charge separately for the con¬ 
tainers that he has used for supplying materials. In case these con¬ 
tainers are not returnable, their cost should be added to the cost of 
materials received. If the containers are returnable at a price less 
than the cost charged, the difference should be added to the cost of 
materials received. In case they will be accepted back at the full 
cost charged, their cost should not be added to the cost of incoming 
materials. 


Discount 

Discount may be of any of the following types : 

Trade discount 

Trade discount refers to the allowance which is allowed by the 
seller to a buyer who has to resell the articles. The allowance is 
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allowed to compensate the buyer for his costs of storage, breaking 
bulk, and selling and delivering small quantities. 

Quantity discount 

This discount is allowed by the supplier to the buyer to 
encourage him to place large orders. Large orders from buyer gives 
economies of large scale production to the supplier. Part of this 
savings he passes on to the buyer by allowing him the quantity 
discount. v 

As staled before both trade and quantity discounts should be 
taken into account while valuing incoming materials. 

Cash discount 

This discount is allowed by the seller to the buyer to encourage 
him to make prompt payment of cash. It is allowed only when the 
buyer makes payment by a stipulated date. Since it is a financial 
item, it will be better to explude if from cost account. 

OUTGOING MATERIALS 

Materials are issued to different jobs or work orders from the 
stores. These jobs or work orders are charged with the value of 
materials issued to them. But the stock of materials consists of 
different consignments received at different dates and prices, and 
therefore, it becomes necessary to decide about the price which is to 
be charged from a particular job when materials are issued to it. 
Following are the important methods of valuing material issues : 

(а) Based on cost price— 

(1) The Specific Price Method. 

(2) The First in First Out Method. 

(3) The Last in First Out Method. 

(4) The Highest in First Out Method. 

(5) The Next in First Out Method. 

(6) The Base Stock Method. 

(б) Derived from cost price — 

(1) The Average Cost Method.- 

(2) The Market Price Method. 

(c) Based on notional price— 

(1) The Inflated Price Method. 

(2) The Standard Cost Method. 

The specific price method 

Under this method materials are issued at the price at which 
they were originally purchased. It, therefore, involves identification 
of each lot purchased. This method is generally used when the 
materials have been purchased for a specific job. Such marerials, 
when received are earmarked for the job against which they are 
purchased and are issued only against that particular job when 
demanded by the production department. The following illustration 
will explain this method more clearly. 
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Illustration 7 

The following is the record of receipts of certain materials 
during the month of Feb. 1978 : 

Feb. 1 Received 400 units for job No. 12 @ Rs. 10 per unit. 

Feb. 4 Received 300 units for job No. 13 @ Rs. 11 per unit. 

Feb. 16 Received 200 units for job No. 14 @ Rj. 12 per unit. 

Feb. 25 Received 400 units for job No. 15 @ Rs. 13 per unit. 

During February ’78 following issues of materials are made : 

Feb. 10 Issued 200 units to Job No. 12. 

Feb. 15 Issued 100 units to Job No. 13. 

Feb. 17 Issued 200 units to Job No. 12. 

Feb. 20 Issued 200 units to Job No. 14. 

Feb. 26 Issued 100 units to Job No. 13. 

Feb. 28 Issued 200 units to Job No. 15. 

Show how these transactions will appear in the Stores Ledger. 

(Solution on page 65) 

The first in, first out method 

Under this method it is assumed that the materials first 
received are the first to be issued and thus units issued are priced 
at the oldest cost price listed on the stock ledger sheets. It does 
not, however, mean that the physical disposal of the stock is actu¬ 
ally in the order of first in, first out. However, an edeavour is 
made in this system that materials which run the risk of obsolesc¬ 
ence are issued first. 

Advantages. The system has the following advantages— 

(») Actual cost of materials is recovered from different jobs 
or processes of production in the order in which it was 
incurred. No profit or loss will, therefore, incur merely 
on account of use of this method. 

(it) It takes into account the normal procedure of utilising 
first those materials which have been longest in stock. 

(»n) The stock consists of recent purchases of materials hence 
its value is based on present price conditions. 

Disadvantages. The system possesses the following disadvan- 
ages :— 

(i) It involves complicated calculations and hence increases 

# the possibility of clerical errors. 

(n) Comparison between different jobs using the same type 
of material becomes sometimes diificult. A job commenced 
a few minutes after another job may have to bear an 
entirely different charge for materials because the first 
job completely exhausted the supply of materials of a 
particular lot. 
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(%%%) The system will be most unsuitable in tim^s of rising or 
falling prices. When prices are rising the cost of replenish¬ 
ment of stock will be higher than the price of issue which 
means that production is relatively undercharged. 
Reverse will be the case when the prices of materials are 
falling. Production will be overcharged which may 
result in loosing of prospective sales because quotations 
are too high. 

Illustration 8 

A firm maintains its stores ledger on the FIFO method. During 
the month of Jan. *78 the following receipts and issues of materials 
were made. Record these transactions in the stores ledger. 

Receipts 

Jan. 1. Balance 50 units @ Rs. 4 per unit 
M 5. Purchase Order No. 10, 40 units @ Rs. 3 per unit 
8."'Purchase Order No. 12, 30 units @ Rs. 4 per unit 
” 15. Purchase Order No. II, 20 units @ Rs. 5 per unit 

„ 26. Purchase Order No. 13, 40 units @ Rs. 3 per unit 

Issues 

Jan. 10. Material Requisition No. 4, 70 units 
„ 12. Material Requisition No. 5, 10 units 

„ 20. Material Requisition No. 6, 20 units 

„ 24. Material Requisition No. 7, 10 units 

„ 27. Shortage 5 units 

(Solution on Page 67) 

Last in, first-out method 

The method is based on the assumption that last item of 
materials purchased are the first to be issued. Thus in this method 
the price of the last consignment is used for pricing materials issues 
until it is exhausted, then the next consignment pricing is used and 
so on through successive consignments. 

Advantages — 

(%) The method takes into account the current market condi¬ 
tions while valuing materials issued to different jobs. It 
also evens out the effect of rising and falling prices in 

£ rofit figures of the concern as the cost of sales is the 
rgest when the prices are rising and lowest when prices 
are falling. 

(ii) The method thus also helps in reducing the burden of 
income tax during periods of rising prices. 
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(m) Current costs are correlated with current sales and, there 
lore, the management receives a more accurate picture oi 
the business profits or losses. 

(u>) Actual cost of materials is charged to production and, 
therefore, no profit or loss will result merely on account 
of following this method. 

Disadvantages —r 

(•) The stock in hand is valued at a price which might have 
become out-of-date when compared with the current 
inventory prices. 

(*•) The method involves considerable amount of clerical work 
because of complications in calculating prices. 

lilts strmtlon 9 

With the information provided in Illustration 8, prepare a 
Stores Ledger Account showing how the receipts and issues would be 
recorded under the LIFO method. • (Solution on page 69) 

Hlghost-In, flrst-out method 

The method is based on the assumption that stock of materials 
should be always valued at the lowest possible price. Materials 
purchased at the highest price are treated as being first issued 
irrespective of the date of purchase.* 

The method is very suitable when the market is constantly 
fluctuating because cost of heavily priced materials is recovered 
from the production at the earliest. But it involves too many cal-, 
culations as is the case with the LIFO and FIFO methods. The 
method has not been adopted widely. 

Mnstrmtion 10 

With the information provided in Illustration 8, prepare a 
Stores Ledger Account showing how the receipts and issues of 
materials would be recorded under the HIFO method.- 

(Solution on page 70) 

Naxt in first out method 

The method attempts to value material issues at an actual 
price which is as near as possible to the market price. Under this 
method the issues are made at the next price i.e. t the price of 
materials which has been ordered but not yet received. In 
other words, issues are at the latest price at which the company 
has been committed even though materials have not yet been 
physically received. This method is better than market price method 
under which every time when materials are issued, their market price 
will have to be ascertained. In case of this method materials will be 
issued at the price at which a new order has been placed and this 
price will hold good for all future issues till a next order is placed. 
Tor example. iOu umt» of material A purchased @ Re. 1 per unit a re 
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•This consists of units purchased on Jan. 5 and Jan. 26. This stock has been valued at the lowest price. 
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lying in the siore and an order for another 100 units @ Rs. 1 25 has 
already been placed. If a requisition of 50 units from a department 
is made, they will be issued to the department at Rs. T25 per unit 
(t.e., the price at which the materials are yet to be receiveaj. 
Calculations of issue prices are complicated in this method ana, 
therefore, it has not been widely adopted. 

Base stock method 


The method is based on the contention that each enterprise 
maintains at all times a minimum quantity of materials in its 
stock. This quantity is termed as base stock., The base stock 
is deemed to have been created out of the first lot purchased and 
therefore, it is always valued at this price and is carried forward 
as a fixed asset. Any quantity over and above the base stock is 
valued in accordance with any other appropriate method. As this 
method aims at matching current costs to current sales the LIFO 
method will be most suitable for valuing stock of materials other 
than the base stock. The base stock method has the advantage 
of charging out materials at actual cost. Its other merits or 
demerits will depend on the method which is used for valuing 
materials other than the base stock. 


Illustration 11 

With the information provided in illustration 3, prepare a 
Stores Ledger Account showing the receipts and issue of materials 
which would be recorded under the LIFO method taking base stock 
as 40 units. (Solution on page 72) 

Average cost method 

The principle underlying the average cost method is that the 
identity * of different lots of materials is lost when they are received 
in store and, therefore, it will be improper if the materials issued 
to a job are charged to it at a price at which a particular lot of 
materials was purchased. The average price, therefore, seem to be 
a correct approach. It may be calculated in any of the following 
ways— 

(a) Simple average price method 

Under this method the price is calculated by dividing total of 
unit purchase prices of different lots in stock by the number of 
prices used in the calculation. Unit prices of latest consignments 
are taken into account for this purpose. 

The simple average price method is vfery easy to operate. It 
gives satisfactory results in cases when the prices of purchases do not 
show marked fluctuations. 

The method suffers from several drawbacks. It does not 
charge actual cost of materials from production and, therefore, a 
profit or loss may arise merely on account of using this method. 
The method is also unscientific as it does not take into consider¬ 
ation the quantity of materials purchased at different prices 
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Clerical work is also considerably increased because the average 
price will have to be calculated on the occasion of each issue.o 
material. On account of these disadvantages this method is rarely 
used. 

Illustration 12 

Wiih the information provided in Illustration 8, prepare a 
stores ledger account showing the receipts and issues of materials 
by the Simple Average Price method. (Solution on page 74) 

(b) Periodic simple average price method 

The method is similar to the simple average price method with 
the advantage that average price is calculated periodically (weekly 
or monthly) and not at the time of each issue of materials. Obvio¬ 
usly the work of pricing materials issued is done only at the end ot 
the period and only the quantity of materials issued is entered in 
the stores ledger as and when issued. The average price is calcula¬ 
ted by adding the prices at which different consignments of material 
were purchased during the period (excluding the price of opening 
stock) and dividing the sum of these prices by the number of prices 
taken in consideration for calculation of the average price. 

The average price under this method is simpler to calculate 
and more representative than the one calculated under the simple 
average price method. But it also suffers from the same draw¬ 
backs from which the simple average price suffers in addition to the 
considerable clerical, work it involves at the end of each period. 
This difficulty can be avoided by using the average price relating 
to the former period for materials issued during the immediately 
succeeding period. Such method is known as End of Period (EOP) 
or End of Month (EOM) Average cost method of pricing materials. 
The method is unscientific because it does not take into account 
the quantities purchased at diffcre/it prices and is, therefore, not 
much used. 

Illustration 13 

On the basis of information given in illustration 8, the stores- 
ledger account will appear as shown on page 75 if the periodic 
simple average'price method is followed for valuing material issues. 

(c) Weighted average price method 

Under this method the issue price is calculated by dividing the 
value of materials in hand by the number of units in hand. The 
average price to be charged to issues will continue to be the same 
until a new purchase is made which will necessitate computation 
of a new average. 

The method is more scientific than the simple average method. 
.It also reduces the number of calculations to be made as the old 
average will continue till fresh supply of materials is obtained. It 
is frequently used and under normal circumstances gives the best 
remits. But under this system on account of approximations being 
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•The book value of the stock on Jan. 31 is Rs. 240 as per FIFO method and Rs. 225 as per LIFO method. The value of 65 
units if taken at the simple average price, comes to Rs. 260, while the stock is appearing at only Rs. 223. This shows that production 
b^s been overcharged and therefore profit has been made merely on account of using this method. 




75 



The Average Rate is -^-=-^- *=Rs- 3.75. 

•The average rate has been calculated at the end of the month. Each iaue of materials made during the month of January 
has been valued at the Rate of 3.75 per unit. .... M 

••The book value of the stock is Rs. 228.75 while value at the average rate comes to Rs. 243.75 (65 x 3.75). The discrepancy 
is due to the fact that the actual quantities have not been considered while calculating the average price. 
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used while calculating the average price a profit or loss on issue of 
materials may be incurred. 

Illustration 14 

Prepare a Stores Ledger Account on the basis of information 
given in illustration 8 assuming that issues of materials are to be 
valued according to the Weighted Average Price Method. 

(Solution on page 77) 

(d) Periodic weighted average price method 

This method is similar to the weighted average price method 
with an advantage that average price is not calculated at the time 
of every new receipt of materials but only periodically. The average 
price is calculated by dividing the total value of the materials 
purchased during a given period by the total quantity purchased 
during the same period. The value and quantity of the opening 
stock should be ignored because it was purchased in the previous 
period. The method is more scientific than the periodic simple 
average price method and more simpler than the weighted average 
method. But in this method also as in case of any other averege 
method, actual cost is not charged from production, therefore, 
some profit or loss is made in the issue of materials. 

Issue of materials are valued at the end of the period at the 
average price so calculated. Thus this method throws a considerable 
burden on clerical staff at the end of the period. 

The methods of Periodic Average (whether simple or weight¬ 
ed) are not suitable for job or product costing but can be very 
well used in process costing where accounting entries can be made 
at the end of a period. However, the systems may be used in job 
or product costing also, if as suggested before, materials issues 
during a period are priced at periodic average price calculated for 
a previous period. 

Illustration 15 


The store ledger account, if prepared on the basis of infor¬ 
mation given in Illustration 8 will appear as shown on page 78 if 
material % are valued according to the Periodic Weighted Average 
Price Method. 


(e) Mwiaf simple 





The moving simple average price is the average of the periodic 
simple average prices for a given number of periods. The period 
for whack the material issues are to be vahaed will be the lest period. 
The issues of materials are valued at the a verag e price so calculated. 
Thus the method takes into account not only the current average 
price but also the average prices for a given number of precedi n g 
periods. This pricing method is suitable where there are se aso na l 
fluctuations in prices and the monthly purchases do not vary mneh. 

The method evens out fluctuations in price over a number of 
periods a nd, therefore, gives better rmnif then the nmpte periodic 
average. It has the same disadvantages as a efh periodic average. 



Solution (Illustration 14) 
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MATERIALS 


such as ,ts use does not reflect current price conditions and it also 
involves heavy clerical work at the end of the period. 

Illustration 16 

Compute the simple moving average rates in a pamt industry 
purchasing oil at different monthly rates as given below. Six 
months’ moving average is to be shown from June, iy/8. 

Solution 

Month Price per litre 

Rs. 

Janurary 

February 2*0 

March 2 90 

April 280 

Jime 275 

Ju i y 2 65 

August 2-80 


Month 

<*> 


January 

February 

March 

April 

May 

June 

July 

August 


COMPUTATION OF MOVING AVERAGE 


Price per litre 

6 monthly total 

(b) 

(c) 

Rs. 

2-50 

Rs. 

2-60 


2$0 


280 


2-75 


275 

1630 

265 

1645 

280 

16-65 


Simple Moving 
Average Price 
(d)»(c)-r6 


(/) Moving weighted average price method* 

Under this method material issues for a period are valued 
at a price which is the average of the periodic weighted average 
prices of a given number of periods, (the last of the periods being 
that for which material issues are valued). The price calculated 
under this method is more representative as it takes into account 
the quantities purchased and the amount paid for each consignment 
over a number of period. The method has the same disadvantages 
as '.hose of the Periodic Weighted Average Method. K 

Market price or replacement price method 

Under this method the issue of materials is priced at the 
market price on the date when the materials are issued. Tim the 
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cost of materials is altogether ignored. The method has the following 
advantages :— 

(*) It takes into account the principle that a customer expects 
to buy at the current price. The manufacturer is entitled to take 
the benefit of rising prices when he also runs the risk of loss on 
falling prices. 

(is) The method is most suitable when quotations or tenders 
have to be made because they are to be quoted at competitive 
prices. 

{Hi) The method will also show whether the buying is juTici- 
ent or not. The stores account will show a profit in case of efficient 
buying and loss in the reverse case. 

The method sufjers from the following drawbacks : 

(t) It makes the stores records unnecessary complicated by 
taking into account the profit or loss factor. Cost accounts are 
concerned with costs and, therefore, profit or loss element should 
be ignored. 

(n) The method is away from cost of materials and, there¬ 
fore, it does not clear in the stores records the full value of materials 
unless the market price happens to coincide with the purchase 
price. 

On account of these disadvantages the method is rarely used. 
It may, however, be applied in cases where materials have been 
purchased in advance for use in large quantities in anticipation of 
economic or profitable use. 

Inflated price method 

In case of certain materials wastage is unavoidable cn account 
of their inherent nature e g., if a log of timber is issued to various 
departments in pieces or if it is kept for seasoning, there will be 
some loss in its quantity. In such a case the production should 
be charged at an inflated price so as to recover the total cost of 
materials over the different issues. 

Mlustsation 17 

A furniture manufacturer purchased 10,000 eft. of timber logs 
on 1st October, 1978 @ Rs. 10 per eft. and stored them in his timber 
yard for six months for seasoning. In the timber yard the following 
ite-^s of expenses were incurred during the period of seasoning : 

(/) Rent of the yard (2,000 sq. ft.) Rs. 250 per month. 

(//) Salaries of 5 watchmen and Khalasis @ Rs. 100 oer month each. 

(til) Incidental expenses for maintenance, lighting etc. @ Rs. 150 per 
month. 

(iv) Annual share of general overhead expenses of the business Rs. 2,000. 

(v) Insurance charges for the logs to be seasoned @1% on the value of 
unseasoned logs for the period of seasoning—50% of floor area of the 
yard has been set apart for seasoning timber and the remaining floor 
area is occupied by the shops makiog furniture. 
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Loss in volume of logs due to seasoning 10%. Calculate the 
price to be charged on issue of the seasoned logs per eft. to me 
nearest rupee. 


Solution 





Quantity 

Amount 




(eft.) 

Rs. 

Cost of timber 

• •• 

• • • • • • 

10,000 

1,00,000 

750 

1.500 

450 

500 

1,000 

Rent (1 share) ... ••• 

Salaries of watchmen etc. (1 share*) 

• • • * * 

••• ••• 


Incidental expenses (t shares) 

• •• 

... 


Overhead expenses (1 shares) 

• •• 

• • • * * 


Insurance 

• •• 

••• ••• 

1,000 

Loss in volume (10%) 

••• 

••• ••• 




Total cost 

9,000 

1,04,200 







Cost per eft. - ■ ‘$gp -Rs. 1157 


or (say) Rs. 12 per eft. 


Standard cost mathod 


In case of this method all receipts of materials are recorded at 
the actual price paid but all issues are priced at a predetermined 
price which is termed as standard price. 

The standard price is fixed for each material after taking into 
account factors such as quantity of materials to be purchased, 
market conditions, freight and warehouse expenses etc. 

The chief advantages of this method are as follows : — 

(») It is relatively easy to operate because all issues of materials 
are priced at the same price. A lot of clerical labour is saved. 

(is) The efficiency of the buying department can be judged. 
The method incurs a profit or loss on issue but this is not due to 
approximations of calculations but because of standard price being 
higher or lower than the actual price paid. The difference between 
the standard - ? 7 * 06 anc * actua l price is known as 'variance*. If the 
standard price is higher than the actual price the variance is termed 
as favourable and buying is regarded as efficient and vice versa . 

(sis) It also helps in pre-determining the selling prices of the 
products. 

The system is used mostly in industries which maintain their 
cost accounts on standard costing system. But it may be utilised 
in other industries too by pricing the material issues at a fixed price. 

Dlustration 18 


Prepare the stores ledger account on the basis of information 
given in illustration 8, on the Standard Price Method, taking the 
standard price as Rs. 4 per unit. 






STORES LEDGER 


COST ACCOUNTING 



Balance 

1 

3 
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•The value of stock at standard price is Rs. 260 while it is standing in the books only at Rs. 200. A profit of Rs. 60 has incurred 
on account of use of this method. This profit may be taken to represent efficiency in buying. 
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Pricing of materials returned to vendor 

The concern may return materials back to the vendor. In 
financial books materials returned to vendor will be valued at the 
price at which they were purchased. But in cost books m deter¬ 
mining the price at which such materials are to be valued* following 
simple rules will be useful— 

(a) In case the materials to be returned are still in stock in 
stores ledger at the price at which they were received from 
the vendor, the returned materials should be priced at 
the value at which they are standing in the books. 


100 units were received from A @ Rs. 2 per unit. 

100 units were received from B @ Rs. 2'50 per unit. 

The concern follows FIFO system and 50 units were issued. 

25 units received from A are found to be defective and there¬ 
fore they are returded back to him. 

Since 25 units received from A are still in stock valued @ Rs. 
2 per unit, the returned materials should be priced in the stores 
ledeer @ Ri. 2 per unit. In such a case returned materials will be 
valued at the same price both in financial and costing books. 

lb) In case the materials to be returned to the vendor are not 
in stock in the stores ledger on the price at which they 

were received, the returned materials may be priced at 
the value at which ordinarily issues of materials to pro¬ 
duction should have been priced as per the method of 
valuation of stores issues received by the concern. 


For example if 150 units were issued to production in the 
above C1S e and later on 25 units received from A are found to be 
defective, it will be appropnate to value these 2o units @ Ks i W. 
per unit since stores ledger is showing a balance of only 50 unit* 
fa Rs 2 5). Rest of the units have been issued on FI*U basis. 
However, if the defective units are being returned by a job for 
returning to the vendor, they should be valued at the price at which 
they were received. 

The quantity and value of materials returned to vendor should preferably 
be shown in the Receipts Column in red ink. However, alternatively they may 
be shown in the Issue Column. 

Pricing of materials returned to stock room 


Materials may be returned by the requisitioning departments 
to the stock room for credit. In valuing such materials the follow¬ 
ing rules may be observed— 

(a) In case the concern is following LIFO, FIFO, NIFO or 
HIFO method, the returned materials should be recorded 
at the price at which they were originally issued, and these 
units should be issued at the old price on the next 
requisition received. 
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(6) If the concern is following Average Price Method, the re¬ 
turned materials should be recorded at the price originally 
issued, but a new average cost should be computed as if the 
goods returned were a new purchase. 

- The quantity and value of materials returned to stock-room should pre¬ 
ferably be shown in the Issues Column in red ink. However, alternatively they 
may be shown in Receipts Column. 

Illustration 19 

M/s Swedeshi Cotton Mills Ltd. take a periodic inventory of 
their stocks of chemical y at the end of each month. The physical 
inventory taken on June 30 show a balance of 1000 litres of chemical 
y m hand @ Rs. 2 28 per litre. 

The following purchases were made during July. 

July 1. 14,000 litres @ Rs. 2’30 per litre. 

7. 10,000 litres @ Rs. 2 32 per litre. 

9. 20,000 litres @ Rs. 2 33 per litre. 

25. 5,000 litres @ Rs. 2 35 per litre. 

of 10 OOOmrM 1 inven,0ry ° n July 31 discloses ‘hat there is a stock 


by eac^ofrhVfXwing ^ inV ' n, ° ry Va ‘ Ue °" July 31 '- 


(») First in First out. 

(is) Last in First out. 

(m) Average cost method. 


Solution : 


(») First in First Out Method 


• July 25 5,000 litres @ Rs. 2*35 

9 5,000 litres @ Rs. 2-33 

Rs. 

= 11,750 
"11,660 

Closing inventory on July 31,10,000 litres of 

Rs. 23,400 

(ii) Last in First Out Method 

June 30 1,000 litres @ Rs. 2*28 

July 1 9,000 litres @ Rs. 2-30 

- 2,280 
=20,700 

Closing inventory on July 31,10,000 litres of 

Rs. 22,980 

(its) Average Cost Method 

June 30 1,000 litres @ Rs. 2 28 

July 1 14,000 litret @ Rs, 2 30 

7 10,000 litres @Rs. 2-32 

9 20,000 litres @ Rs. 2-33 

25 5,000 litres @ Rs. 2-35 

= 2,280 
=32,200 
=23,200 
=46,600 
= 11,750 

Total=50,000 litres of 

Rs. 1,16,030 
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Average cost per litre = ■ ‘qqq =2 3206 

Total value of Inventory on July 31 = 10,000x2-3206 

=Rs. 23,206 

Illustration 20 

Enter the following transactions in the stores ledger account 
for material Y. using— 

(a) The first-in-first out method, (6) The average cost method, 
(c) The last-in-first-out method 
July 1. Balance, 100 units @ 10 p. per unit, Rs. 10. 

1. Ordered 400 units, purchase order 5, expected July 6. 

2. Issued 25 units, requisition 100 Deptt. A. 

4. Ordered 200 units, purchase order 10, expected July 8. 

6. Received, 400 units purchase order 5, @ 11 p. per unit. 

7. Issued, 150 units, requisition 102, production order No. 201. 

8. Returned to stock room 10 units from Deptt. A, requisition 100. 

10. Received, 150 units, purchase order 10 @ 12 p. per unit. 

12. Ordered 100 units, purchase order 15 expected July 20. 

15. Issued 160 units, requisition 125 production order No. 240. 

18. Received 50 units, balance of purchase order 10 @ 12 p. per unit. 

21. Issued 60 units, requisition 130, Deptt. B. 

23. Returned to vendor, 20 units from purchase order No. 10, received 
July 18. 

25. Received 100 units, purchase order 15 @ lOJp. per unit. 

27. Freight on purchase order 15, Rs. 2 50. 

29. Issued 125 units, requisition 140, production order No. 250. 






























AVERAGE COST METHOD 

STORES LEDGER 
Material Y 



• In red ink. fUnits returned to vendor at latest average cost. 
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•In red ink. fUnits returned to vendor priced as last units received and in stock. 
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AN APPRAISAL OF PRICING METHODS 

We have examined in the previous pages the relative merits and 
demerits of different methods of materials issues. No single method 
can he appropriate in all circumstances. The choice of a method 
will depend upon the following circumstances 

1. The nature of materials— e g. t if materials are to be kept 
for some time for maturing or seasoning, an inflated price 
will have to be charged. 

2. The management’s desire —e g. t if the management wants 
that the cost accounts should represent the current position 
and correspond with estimates and besides that they should 
disclose efficiency in buying, pricing materials issues at 
market price may be suitable. 

3. The nature and size of the business—a big business can 
bear heavy expenses, on clerical staff while a small business 
cannot. A method which will result in more clerical work 
cannot be recommended for a small business. 

4. Frequency of purchases and issues. 

5. Stability or otherwise of the price of materials. In case of 
fluctuating prices weighted average method may be more 
suitable than any other method. 

6. Whether the cost accounts are maintained according to the 
standard costing system, if so, method of issuing materials 
on standard cost should be used. 

7. Whether business enters into long term contracts at a 
fixed price, if so, materials may be issued to contracts at a 
specific price fixed by the management in advance irres¬ 
pective of the costs. 

However, on the whole “periodic weighted average price 

method” gives satisfactory results. But in case the concern 

is using standard costing, the standard cost method should 

be used. 

STOCK VALUATION 

The method of valuing stock for balance sheet purposes, is quite 
independent of the system of pricing for costing purposes. The 
valuation of stock in financial accounts is done on the basis of 
the principle that it is imprudent to consider unrealised profits and 
ignore anticipated losses. Therefore, stock for balance sheet pur¬ 
poses is valued at cost or market price whichever is less. For calculat¬ 
ing the average cost price of stock of materials in hand, it is assumed 
that stock consists of most lecent purchases. 

S TOCK A UDIT 

Stock audit implies the physical verification of stock with the 
inventory records. Even in cases where stores ledger is maintained 
on the perpetual inventory system, physical verification of stock is 
necessary tocheck theaccuracyofperpetu.il inventory records and. 
to segregate materials which have become obsolete or useless. 
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Physical verification of stock may be— 

W Periodic, or 

(n) Continuous. 

Periodic stock verification 

When the physical verification of stock is done periodically 
} ur half-yearly or annually), the system of verification is 

own as periodic stock verification system. The disadvantage of 
roi 1S »- met ?° d 1S l ^ at durin 8 stock counting all transactions 
relating to materials “»n or out of 9 the store will have to be 
suspended. 

Continuous stock verification 

*• In th r 1 2 3 4 S T elhod conti ^ous checking is done by taking different 
sections of the stores m rotation. This method is used by large 
concerns because they can afford to maintain a trained staff to 
take inventory continuously throughout the year. The system has the 
following advantages— 

(а) It does not require a shutdown of business operations. 

(б) It serves as a moral check on the stores staff as they keep 
their records up-to-date at all times in anticiption of the unexpected 
arrival of the inventory staff. 

(c) It eliminates the possibility of over-investment in any 
item of stock It also reduces the probability of delay in production 
on account of unexpected shortage in the stock of materials. 

Complete advance planning of inventory taking and the train¬ 
ing of the staff of inventory takers is necessary for the success of any 
stock-taking procedure. Following procedure may be followed in 
this connection — 

1. The work of inventory taking should be taken during a 
period of slack business activity so that the production 
activities are disrupted for the minimum possible time. 

2. I he store-keeper should be asked to arrange the stocks of 
materials and factory supplies in an orderly way. Obsolete 
or useless items should be separated from the normal stock 
for separate listing. 

3. The inventory staff should be properly selected. They 
should be persons who are familiar with the various types 
of materials and capable of counting items quickly. They 
should be persons other than those who are working in 
the store. 

4. Supervisors should be appointed from the foremen or 
the executive group. Each supervisor will have under 
him a number ol stock rooms. He will be assisted by 

counting and recording clerks. He fwill make groups of 
two—one to count and the other to record on the inven¬ 
tory tag or any other special sheet meant for this purpose. 
He will also appoint certain clerks as stock verifiers. 
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5. Pre-numbered Inventory tags (specimen given on page 92) 
should be supplied to each supervisor who will get them 
affixed to every bin, rack or container before counting 
takes place. Details of material such as name, code no. 
etc., may also be entered on the inventory tags. The tags 
are usually issued in duplicate. 

6. The tag writer (recording clerk) should enter on the in¬ 
ventory tags the quantity of materials as counted or 
weighed by the counter. 

7. The stock verifiers should then proceed to verify the stock 

♦ as recorded on the Inventory Tags. 

8. When the work in a department or stock room is com¬ 
pleted the supervisor should see that all classes of 
materials bear proper inventory tags duly initialled. On 
being satisfied, he should order for detaching the original 
tags. The tags should be sorted out and handed over to 
stock verifiers. 

9. The result of stock verification will be recorded in a 
separate record or sheet termed as Stock Verification or 
Inventory Sheet (Fig. 20). These sheets are maintained date 
wise so that when arranged together they give a chrono¬ 
logical list of items verified. The sheet contains various 
columns such as date of verificaticn, name of the stores 
items, physical quantity, quantity as per bin card, quantity 
as per stores ledger etc. The stock verifier records the 
date of verification, name of the item of stores the, balance 
as per bin card and the balance as per physical verification. 
The sheet is then sent to the costing office where the 
stores ledger clerk records the balance as per the stores 
ledger. 

10. In case there is a difference regarding an article between 
the balance shown by the physical verification and the 
stores ledger or bin card, the difference, after being priced, 
will be transferred to the “Inventory or Stores Adjustment 
Account”. If the loss or profit happens to be abnormal 
it may be transferred to the Costing Profit and Loss 
Account. Normal profit or loss due to such discrepancies 
will be transferred to the Works Overheads Account. 
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INVEin I’ORY TAG 1 


Tag No. 

Location... 

Item No. 

Item Name- 

Quantity. 

Condition. 


Date- 


Tag No. 


Date. 

Location. 

Item No. 

Item Name. 

Quantity. 



Condition. 

Unit Price.... 
Total Value -- 






Counted by 

Written by 

Checked by 

Supervised by 

c:. ->r\ 

Priced by 


Serial No. 


STOCK VERIFICATION OR INVENTORY SHEET 



Fig. 21 

Notes, (i) Part I of the Inventory Tag is filled by the store-keeper. 

(ii) The pricing is done by the costing office in the inventory tag. 

(iii) The columns regarding stores ledger balance, surplus, deficiency 
adjustment etc, in the Inventory Sheet are all filled in by the costing office. 

1. The tag is perforated in between. 


Adjustment 
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ABC ANALYSIS AND STORES CONTROL 

Efficient storekeeping requires sufficient control over all items 
of stores. However, comparatively greater care is necessary in case 
of costlier items. The inventories of certain concerns consist of a 
small number of items representing a major portion of the inventory 
value and a large number of items representing only a minor portion 
of the inventory value. In case ol such concerns a selective approach 
to stores control is necessary. The items may be divided into three 
catagories— j€, B and C. Category “A" may include more costly 
items, while category B may consist of less costly items and cateeorv 
C of the least costly items. Such an analysis of inventories is known 
as ABC Analysis System of stores control. 1 


Though no definite procedure can be laid down for classifying 
the inventories into A, B, C t categories as this will depend upon a 
large number of factors such as nature and varieties of items 
specific requirements of the business etc., yet the following method 
is generally adopted : 

(») The quantity of each material expected to be used in a 
period is estimated. 

(•'•) The * alue °f ? acl ? of ‘he above items of materials is found 
price^ mult,ply,ng ,he <l uan,i, y each item with the 


m 


The items are then rearranged in the descending order of 
their valued irrespective of their quantities. 


(•’») A running total of all the values will then be taken. 

(v) It will be found that a small number of a first few items 
may amount to a large percentage of the total value of 
the items. The management than will have to take a 
decision as to the percentages of total value or the total 
number of items which have to covered by A B and C 
categories, ' 


Inventory surveys in general have shown the following trends 
regarding the components of inventories of manufacturing organisa- 

tions 


Category 

A 

B 

C 


% of total value 
70 
25 
5 


% of total quantity 
10 
35 
55 

While exercising control over stores, items of category A should 
be given the atmost uttention. Their levels of stock shn.fid k 
strictly controlled. In case of items of category B ord»*n ° d be 
routine should be observed but rules reg“ dfn7 Jl"L S, ° res 

not be so strictly adhered to as those 8 in category A I«m“of 


*• Wchnique? Unt * n,S ^ Better Control" stores 
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category *0* may be considered as “free issue” items and even 
normal accounting procedure may be dispensed with. However, 
stock should be kept under some observation so that, fresh supplies 
may be obtained in time. Order for these materials may also be 
given in bulk to economise on ordering and handling costs. 

The advantages of this system are as follows : 

(t) It ensures closer control on costly items in which a large 
amount of capital has been invested. 

(«) It helps in developing a scientific method of controlling % 
inventories. Clerical costs are reduced and stock is main¬ 
tained at optimum level. 

(tu) It helps in achieveing the main objectives of inventory 
control at minimum cost. The stock turnover rate can be 
maintained at comparatively higher level through scientific 
control of inventories. 

The technique of ABC analysis can be used in areas other 
than inventory control. It is based on the principle of “manage¬ 
ment by exception” i.e. critical areas have to be more cared for 
than others. 

TURNOVER OF MATERIALS 


In order to prevent unnecessary investment in inventories, it will 
be proper to compare the turnover of different grades of mate¬ 
rials. Stock turnover may be measured on the basis of the following 
formula : 

Stock Cost of materials consumed during the period 

turnover Average stock of materials held during the period 
Stock turnover figures may reveal the following three types of 


stocks • 


(i) Slow moving slock : These are materials which have 
a low-turnover ratio. An attempt should be made to keep 
these stocks at the lowest level. 

lii) Dormant stock : Materials which have no demand arc 
classified as dormant stocks. The chief buyer, the store¬ 
keeper, the production controller and cost accountant 
should sit together to decide whether to retain these 
materials because of good chance of future demand or to 
cut losses by scrapping the materials while they may have 
some market value. 

(Hi) Obsolete stocks : These are materials which are no 
longer in demand either because there is no demand for 
the relevant finished product, or because a better substitute 
has been found. These materials should either be scrapped 
or discarded. 


or 


Steps for minimising losses on account of slow moving 
obsolete stocks : 

(») Periodic reports should be prepared showing the position 
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of different items of stores showing quantities and values 
of opening stocks, purchases, issues and closing stocks. 

(tt) Periodic turnover (or moving) ratios should be calculated 
by the stores deportment to locate slow moving, and 
dormant stocks. 

(m) In order to locate obsolescence of items on account of 
changes in the method of production or substitution by 
cheaper materials, a well designed information system 
should be introduced in the organisation. On getting 
information about certain items becoming obsolete, the 
stores department should identify and isolate such items 
and the purchases department should immediately stop 
purchase of all such items. 

(»v) In order to ensure that obsolete items are immediately 
disposed of, there should be a well defind system laying 
down the authorities entitled to dispose of such goods 
and the manner of disposal. 

Loss on account of scrapping or discarding oi materials should 
be met from the costing profit and loss account. 


MATERIAL LOSSES 

Material losses do occur in every type of manufacturing orga- 
nisation. These losses may be in the form of waste, spoilage, of 
defective work. There is no uniformity in the terminology 8 and 
accounting treatment of these items. The most commonly adopted 
practice in respect of each of the above items is given below : 

Waste 

. | Xt # r ?P re * ents tha * potion of the basic raw material which has 
been lost in the manufacturing process and which has no recoverable 

J* £ ases ’ dust smoke, unsaleable residue, losses on account 

of shrinkage or evaporation of materials etc. 

Control of waste 

Standards or norms should be fixed for each type of waste Th* 
actual percentage of waste should be compared with the s IndarH 
percentage. Waste Reports (Fig. 21) should be perpared a remi^r 
intervals. Particular care has to be taken to check ah™,-™ S g 

hfc staff. ^ d ° ne b/ h ° ldinS fegUlar meelin S s with foreman^nd 


Accounting treatment 


(a) 


Norm'll Waste. 
distributed over 
be increased. 


Waste within the normal limits should be 
good output. Thus per unit cost would 
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WASTE REPORT 
A B C Co. Ltd. 


Department. No.... 

Cost centre. Date 


Process or 

Job No. 

Actual weight 
of waste 

Actual 

percentage of 
waste to 
production 

Normal 
percentage of 
waste 

Remarks 

_ 





Total 


Average percentage. 

Action taken by.. 

Entered by. Signature of Inspector 


Fig. 22 

(6) Abnormal Waste. Waste beyond the normal limits should 
be transferred to costing profit and loss account so as to 
avoid any fluctuations in the cost of production. 

Scrap 

Scrap is the incidental material residue coming out of certain 
types of manufacturing processes, usually of small amount and low 
value, recoverable without further processing. Scrap may arise on 
account of turnings, borings, trimmings etc. from metals on which 
machine operations are carried out. By-products of small value 
which are sold without further processing are also treated as scrap. 
It should be noted that ‘scrap’ is always physically available while 
waste may or may not be present in the form a residue. 

Control over scrap 

Control over scrap is possible by : 

(i) setting standards for scrap, 

(»i) determining the responsibility for scrap, 

(Hi) keeping up proper records of scrap in the form of Scrap 
Reports. 

A proforma of ‘Scrap Report’ is given on the next page : 
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SCRAP REPORT 
A B C Co. Lid- 

Department. 


Cost centre. 


Process 

or 

Job No. 

Actual Scrap 

Normal Scrap 

Abnc 

Sc 

— 

>rmal 

rap 

1 

> 

• 

i 

• 

• 

* 

i 

•• 

* 

< 

* 

3- 

* 

-0 

m 

t 

l 

\ 

\ 

Qty. 

Percentage 
to good 
production 

Qty. 

f Percentage 
to good 
production 

Qty. 

Amt. 










Action taken by. 

Entered by. Signature of Inspector 


Fig. 23 


Accounting treatment 

The usual methods regarding treatment of scrap are as follows : 
(i) The sale value of scrap is credited to costing profit and 
loss account as an abnormal gain. This method is fol¬ 
lowed in those cases where the scrap is almost negligible. 
However, the method fails to secure effective control 
over scrap as detailed records are not kept and scraps are 
not identified to jobs or processes. 

(»t) The net sale proceeds (total sale proceeds from sale of 
scifep—selling and distribution costs) from sale of scrap 
is deducted from the material cost or factory overhead. 
Thus the overall cost of materials or over-heads is 
reduced by this method. The method fails to secure 
effective control over scraps arising in processes or jobs. 
The method is suitable in cases where several production 
orders are taken in hand and it is not possible to 
segregate the value of scrap for each order. 

(tit) The value realised from sale of scrap is credited to the 
particular job, process or operation. The method ha^ 
an advantage of identifying scarp with each operation 
process or job. 

Spoilage 

Spoilage refers to goods damaged beyond rectification and 
which are to be sold suitably without further processing. 

Spoilage differs from scrap. The difference is as follows 
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(i) Scrap always arises as a result of the processing of mate¬ 
rials while spoilage occurs due to some defect in materials 
or operations which may or not be inherent in manu¬ 
facturing process or operation. 

(n) Scrap has always a relatively low but some definite 
value. But the value of spoilage mayTrom naught, if it 
is a waste, to high values if it could be sold as seconds. 

(n't) Scrap involves loss of materials only while spoilage 
involves besides loss of materials loss of labour and manu¬ 
facturing overheads. 

Control of spoilage 

The Inspector prepares a Spoilage Report (Fig. 24) on finding 
that the work has been spoiled. The actual spoilage is compared 
with the standard or normal spoilage and remedial measures are 
taken for preventing any abnormal spoilage 

Accounting treatment 

Normal spoilage. It is the spoilage which is the inherent result 
of the process and therefore uncontrollable in the short run. The 
cost of such spoilage will be borne by good units. 

Abnormal spoilage. This spoilage is avoidable and controllable 
even in the short run. Its cost shall, therefore, be charged to costing 
profit and loss account. 

SPOILAGE REPORT ] 

. ABC Co. Ltd. 


Department. No. 

Cost centre. Date 


Cost centre. Date 


Process 

or 

Job. No. 

r' 1 

Actual Spoilage 

Standard Spoilage 

Cost of 
spoilage 

Cost 

of 

abnor¬ 

mal 

spoil¬ 

age 

l a | 

1*1 

Qty. 

Percentage 
to good 
units 

Qty. 

Percentage 
to good 
units 

less 

salvage 

value 









Total 









Action taken by 


Entered by. Signature of Inspector 

Fig. 24 

DftfectlV <8 

It represents that portion of production which can be rectified 
and turned into good units by putting in extra material, labour, and 
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overheads. The main difference between spoilages and defectives 
is that spoilages cannot be rectified and sold as “seconds’' or 
“thirds”, (in a majority of cases) while defectives can be rectified by 
reworking and sold as “firsts” or “seconds” 

Control of defectives 


When a work on inspection is found to be defective, the 
inspector makes out of a “Defective Work Report ” (Fig. 25). The 
cost of rectification is estimated and a decision is taken whether 
to rectify or not to rectify the work. Adequate steps should be 
taken to see that defective work remains within the standard limits. 

Accounting treatment 

Normal defectives. Normal defectives arise on account of 
inherent nature of the manufacturing process. Cost of rectification 
of such defectives should be charged to specific jobs or processes if 
identification is possible, otherwise to the works overheads 


Abnormal defective. They arise on account abnormal 
circumstances and, therfore, should be taken to Costing Profit and 
Loss Account. ^ u 


1 

DEFECTIVE WORK REPORT 


A B C Co. Ltd. 

1 Department. 

**•> Nn 

Cost centre. 

-1- 

Date.. 


Process 

or 

Job No. 



Reasons for 
defectives 
and actions 
suggested 



Action taken by 
Entered by. 


Signature of the Inspector 


CONTROL 

The term inventory include, stock of raw materials 
work-in-progress and finished goods. Inventory 
fore, refers to a system which ensures supply of reouh^ the - e ' 
and quality of inventories at the required tfme and 
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prevents unnecessary investment in inventories. Thus the objectives 
of inventory control are similar to those of materials control. 

Techniques for control over inventories are also the same as 
explained regarding materials control. They are : 

y Use of perpetual inventory system both regards stores 
ledger and bin cards followed by continuous stock taking. 

2. Effective and efficient purchasing, storing and issuing 
procedures. 

3. Setting of various levels regarding each item of inventory 
and their compliance. 

4. Economic Order Quantity. 

ABC Analysis. 

Use of control ratios to find out obsolete, fast moving and 
dormant stocks and to take the required steps. 

7. Establishment of budgets as explained in chapter 13 of the 
book. 


The levels regarding finished goods inventory can be fixed by 
taking into account the demand for the products and the capacity 
of the plant. Over-stocking of finished goods results in blockage 
of capital and increase in losses on account of deterioration and 
obsolescence of products besides increasing the chances of pilfe¬ 
rage or leakage. Under-stocking may result in plants remaining 
idle, deterioration in labour management relations because of idle 
labour and loss to the goodwill of the firm. 

Controlling of work-in-progress is some what difficult. Its 
stock will depend upon the duration of the production process and 
sequence of processes and sub assemblings. Proper production 
planning and strict following of production programme will be help¬ 
ful in having an effective control over this item. 

Accounting for Inventories 

The Costing Department has the responsibility to record every 
transaction relating to inventories in proper books. The recording 
work starts from the time a requisition is made and ends when the 
materials have been consumed or goods have been sold. The 
accounting entries have been explained in detail in chapter 10. 


THEORETICAL 


QUESTIONS 


1. Explain clearly the concept of ‘Material Control*. Describe the two 

basic problems which arise in connection with the organisation of a Material 
Control SyStem. (&• Com. Delhi, 1976) 

2. The following are some terms used in connection with stock records : 


(0 Minimum level 


( U ) Re-ordering level 
(HI) Re-ordering quantity 


Lilt the factors that should be considered in fixing each of these and bring 
out their importance in r scheme of stock control. (B. Com. Delhi , ’74) 
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3. Write short notes on any three of the following : 

(0 Bin cards, (//) Perpetual inventory system, (i/ 7 ) Mater, alt ransrer 
note, (/»») Purchase requisition, (v) Minimum rc-orter ^ 

4. (a) Explain "Minimum re-ordering level”. What factors must be 
considered in fixing re-ordering levels ? 


(6) Describe in brief‘perpetual inventory system^ ^ ^ ^ 


5. (a) What is meant by "perpetual inventory” and ‘periodic inventory* 
system ? Describe their advantages. 

<b) Bring out clearly and explain as to how ‘perpetual inventory; and 
‘periodic inventoiy systems affect the operation of LIFO and FIFO during a 

period of rising prices. (8. Cdm. Mhi.'lt.C.A. InurNo,. '78) 


6. (a) What do you understand by "Inventory Control” ? State its 


objects. 

(6) Between LIFO and FIFO methods of pricing the issue of 
materials, which one do you think is better and why ? ( B. Com. Delhi, ’77) 

7. What procedure should you follow to detect, locate and prevent slow 

and non-moving materials ? (C.A. Inter May, ’78, l.CW.A. Inter Dec. ’77) 

8. Explain in detail what you understand by ABC Analysis. 

( C.A. Inter Nov. *77) 


9. What are the methods of pricing material issues ? When do you 
advocate pricing the issues at cost price based on last in first out ? 

(C.A. Inter Nov. ’76) 

10. State the various methods of pricing the issues of materials or stores. 

State the method to be adopted for the issue of materials for an industry where 
their cost is fluctuating constantly. ( B. Com. (Pass) Delhi, 1976) 

11. Describe various methods of pricing issue of materials. Which method 

would you recommend for adoption in a case where prices of raw materials 
seldom change. (B. Com. Pass Delhi, *74) 

12. State what steps you would take to guard against possible wastage, in 
efficient handling and incorrectly charging a job with surplus materials where 
materials have been drawn out of store in excess of actual requirements of 
the job. 

13. Explain the following two methods of pricing issues of materials and 
also the circumstances under which these methods are used— 

(0 FIFO. 

(//) LIFO. yl.C.W.A. Inter., July, 1968) 


14. (a) What do you understand by direct materials ? 

(6) In manufacturing aluminium ingots, the cost of. basic raw mate¬ 
rial, bauxite, is Rs. 40 per tonne of aluminium whereas electricity cost for proce¬ 
ssing is Rs. 1,000 per tonne. Some people, therefore, consider electricity as raw 
material for aluminium. Do you agree ? (l.CW.A. Inter., 1966) 

IHint: (6) Electricity is intangible and therefore cannot be taken as direct 
material. If it can be identified fora particularcostunit.it 
may be taken as a direct expense.] 

15. What is a Goods Received Note ? Give a .specimen form. What! 

Purpose does it serve ? (l.CW.A., Inter., Jan. 1965) 

16. What are the objectives of inventory control ? How is inventory 
control effected through ABC Analysis of stores ? 

(l.CW.A. Inter., Jan. 1967 ; B. Com. Poona, Oct. 1969) 

17. Define Bill (or Specification) of Materials and outline a form with 
reference to an industry with which you are familiar. Mention the purposes 
served by the same in— (a) stores, (6) production, (c) accounts departments. 

(C.A. Inter., May. 1975) 
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18. Discuss the various type* of material losses in a manufacturing orga¬ 
nisation State how will you deal with each one of them in cost accounts. 

(J D.C.W.A. Raj . 1974) 

19. Describe a system that would give you quickly the value of closing 

stock and work-in-progress at the end of a financial period with the least possible 
del *y* ( C.A . Inter., Nov. 19*6) 

20. ( a ) What factors cause loss or shrinkage of stores. 

(6) Describe briefly the different methods of accounting for such loss 
or shrinkage. c.A. Inter, May 1970) 


_ . 21* State briefly the functions of each of the following stores accounting 

records : ( a ) Stores ledger, (6) Stores requisition, (c) Inventory sheets, (d) Bin 

( C.A. Inter, Nov. 1968) 

. Describe the following methods [of valuing materials issued to pro¬ 

duction and discuss advantage* and disadvantages of each : 

{a) Pint in First out, 

(6) Weighted Average. 

(c) Replacement Price. 

{C.A. Inter., May'69) 
*5“?* ^‘‘Maximum level,” “Minimum level” and 
♦ 04 . | °^« #t i!8*ard :stock of materials. Mention the factors to be 

taken into account in deciding these levels. 

(C.A. Inter., Nov., ’70, B. Com. Rohtak, April 1976) 
DeacTible the functions of the following departments with respect to 
control of material: (a) Purchase department (b) Stores department. 

. _State the different method of disposing off surplus materials already 

charged out to a job. (C .A. Inter., Nov. 1971) 

26. Write short notes on : 

(а) Inventory carrying cost 

(б) ABC Analysis. (I.C.W.A. Inter, June ’78) 

27. Write thoTt notes on : 

(1) Perpetual Inventory 


(2) First in First out method of pricing materials. 

(C.A. Inter., May 1972) 

28. (o) Enumerate the costs associated with inventory. 

(b) Develop the formula for determining the Economic order quantity. 

(c) lndentify the costs listed in your answer to (a) above as are 
relevant to the formula for determing Economic Order Quantity. 

(C.A. Final May ’77) 


29. (a) What do you understand by “ABC System” for inventory 
control 7 Explain— 

(b) How would you fix up prices when there is— 

(0 reduction in weight of a material due to evaporation. 

(U) shortage on account of cutting length of metals for the pur¬ 
pose of retail issues. 

(HI) increase in weight of materials lying in the store due to 
PRACTICAL absorption of moisture. (B. Com. Rohtak April 1976) 

30. The following information regarding receipts and issues of pigments 

has been extracted from the and stores record of a paint manufacturing factory : 
April 1978 Kg. 

1. Opening stock of pigments . 25,000 

(There were no issues or receipts during the last 

week of March) 

2. Issued on Requisition No. ) . 13,000 

2. Issued on Requisition No. 2 . 2,000 

3. Received from a supplier by challan No. 13 of 

3-4*78 as per stipulated date of delivery . 30,000 

3. Issued on Requisition No. 3 . 10,000 
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4. Issued on Requisition No. 4 . 5,000 

6. Received from supplier by challan No 48 ..; ... 10,000 

7. Issued on Requisition No. 5 . 4,500 

Examination by the stock verifier on 6th morning 

revealed a shortage of 500 kg. 

Maximum limit was 50,000 

Minimum limit was 8,000 

Ordering level was 25,000 

You are required to prepare Bin Card No. 36 for the item pigment for 
which the symbol allotted is X—40 

[Ans. Bal. 30,000 kg.] 


A, B and 


31. In manufacturing its products, a company uses three raw materials 
C in respect of which the followins aoolv— 


Raw 

material 

_1 

Usage per 
unit of 
product 
(lb) 

Re-order 

quantity 

(lb) 

Price 
per lb. 
(Paise) 

Delivery 

period 

(weeks) 

Order 
level 
(lb.) | 

Minimum 

level 

(lb.) 

A 

10 

10,000 

10 

1 to 3 

8,000 


B 

4 

5,000 

30 

3 to 5 

4,750 


C 

6 

10,000 

15 

2 to 4 


2000 


Weekly production varies from 175 to 225 units avcraainc 200 Wh 
would you expect the quantities of the following to be : avcrag,Dg 2W * Whlt 

(a) Minimum stock of A. 

(Z>) Maximum stock of B. 

(c) Re-order level of C, and 
(«) Average stock level of A 1 

lAns - i a l 15S2 !!»• (« 7 -«5o ib>. 

(c) 5.400 lbs. (</> 6.000 lbs.] 

at Rs. 30 pe^unT^HTotarannuaY needVa^iTsM uifi™* 1 " fr ° m 0U, ^ d * «»“« 

The following further data are available : 

Annual return on investment 
Rent, taxes, insurance per unit 
per year 

Cost of placing an order 
Determine the economic order quantity. 

(A/. Com. Calcutta) 

33 [ Th n V if 051 ° f CarryiDg inVem ° ry P* r “"'''=30x ( 10% + ^ ^Rs. 4 .j 
month of May?978- W ' n8 P “ rChaSeS a “ d iSSUes of ,in "tade during the 

Received 

Quantity 


Re. 

Rs. 


10 % 

1 /- 
100 


Date 

1-5-78 

10-5-78 

25-5-78 


Date 

12-5-78 

18-5-78 

28-5-78 


150 

450 

600 


Quantity 

120 

225 

350 


Unit cost 
Rs. 
1-50 
1*60 
1 70 


Issued 


Amount 

Rs. 

225 

720 

1,020 
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\ There was no opening stock. 
1978 by LIFO Method. 


Compute the inventory value on 31st May 
[Ans. 505 units of Rs. 8181 


34. A manufacturer who has newly set up the factory used cost price as 
the basis for charging out materials to jobs. The receipts side of the stores 
ledger account shows the following particulars : 

500 articles bought at Rs. 3 00 each. 

700 articles bought at Rs. 3-10 each. 

400 articles bought at Rs. 3 20 each. 

800 articles bought at Rs. 3* 10 each. 


Successive issues were made of 300. 1.000 and 200 articles. 

(a) At what price per article should each of these issues be charged 
under FIFO Method. 

(b) Discuss briefly the different methods of charging out the material* 
"issued to jobs. 

[Aos. (a) slock 900 units of Rs. 2,800) 

35. -*plain the following two methods of pricing of material issues and 
also tb6 circumstances under which these methods are u-»ed • 

LIFO 

FIFO 

Draw a stores ledger card recording ihe following transactions that took 
place in a month under the above two methods : 

1978 

200 pieces (& Rs. 2 each 
100 pieces Rs: 2 20 each 
150 pieces Qv. Rs. 2 40 each 
180 pieces (a) Rs. 2 50 each 
150 pieces^ 

100 pieces 
100 pieces 

200 pieces 

(Ans. Stock LIFO 80 units of Rs. 172 and 
FIFO 80 units of Rs. 200) 

36. Prepare a Stores Ledger Account from the following transaction* 
assuming that the issue of stores, have been priced on the principle of 'Mast-in- 
first-out- 


1 st 

Jan. 

Opening stock 

5th 

Jan. 

Purchases 

10th 

Jan. 

Purchases 

20th 

Jan. 

. Purchases 

2nd 

Jan. 

Issues 

7th 

Jan. 

Issues 

12th 

Jan. 

Issues 

28th 

Jan. 

Issues 


Jan. 

1 

Received 1,000 units at Rs. 20 per unit 

•t 

10 

Received 

260 


•» 

20 

Issued 

700 

•» •• 

Feb. 

4 

Received 

400 

•» •• »• 23 ,, ,, 

• • 

21 

Received 

300 


Mar. 

16 

Issued 

620 

ft M 

Apl. 

12 

Issued 

240 

t* 

May. 

10 

Received 

300 

«• t» »• 22 ,, i. 

»• 

25 

Issued 

380 

• • 



(Ans. 

Stock LIFO 520 units of Rs. 




FIFO 520 units of Rs. 


37. The following transactions took place in respect of a material item : 



Receipt 

Rate 

Issue 


Quantiiy 

Rs. 

Quantity 

2-3-78 

200 

200 


10-3-78 

15-3-78 

300 

2 40 

250 

18-3-78 

20-3-78 

250 

2 60 

200 


Prepare a priced Ledger Sheet, pricing the issues at— 

(a) Simple average rate : 

(b) Weighted average rate. 

(Ans. Stock (a) 300 units of Rs. 720 (b) 300 units of Rs. 726] 





105 


MATERIALS 

Jh ”» •XJS%tS£-%2« £SS*p£H» 

balance, of inventory after each transaction . 


May 1 


2 

4 

6 

7 

8 


ft 

f 


pec 


Ans. 


SaSa*.ffS«SS5 May 8, Purchase orto 65. 
Received 200 units. Purchase Order 55 (aj 30 r. per 
Issued 75 units, Requisition 105 M«» ©^’wtlon 
Returned to stock room 5 unit from Deptt. A, 

Received 75 units. Purchase Order 65 @ 38 on* 
Ordered 50 units. Purchase Order 77, expected May 20. 
Issued 80 units. Requisition 1£>. Production Ord« 328 
Received 25 units, balance of Purchase Order 65 (a} 38 v 

Issued 30 units. Requisition 130, Deptt. B. receive! 

Returned to vendor 10 units from Purchase Order 65, receive! 

Received 50 units. Purchase Order 77 @ 25 P. per unit. 
Freight on Purchase Order 77, Rs. 12. 

Issued 60 units, Requisition 140. Production Order 354. 

Stock FIFO 75 units @ 38 P. +50 units @49 P. -=125 units of Rs..53 ; 
LIFO 25 units @25P.flOO units @ 30 P.-125 units of Rs. 36 25. 
Weighted Av. Method 125 units of Rs. 46 63]. 

39. Show the stores ledger entries as they would appear when using: 

(а) the weighted average method, 

(б) the LIFO method. 

Of pricing issues, in connection with the following transactions : 

April Unit Value 

I. Balance in hand b/f 300 600 

Purchased 200 440 

Issued 150 

Purchased 200 460 

Issued 150 

Issued 200 

Purchased 200 480 

Issued 250 


• t 


10 

12 

15 

18 

21 

23 

25 

27 

29 


2 . 

4. 

6 . 


19. 

22 . 

27. 


In a period of rising prices • uch as above, what arc the 
method. 


effects of each 


(t.C.W.A. Inter N.S. Dec. ’77] 
[Ans. (a) 150 units of Rs. 342. 
(6) 150 units of Rs. 300.] 

In periods of rising prices, the average price is always less than the 
current price. In LIFO the product costs reflect current market prices but stock 
is valued at out of date prices). 

40. Set up a “Stores Ledger’* form and enter the following transactions 
adopting the weighted average method of pricing out issues : 

1978 ^ 

Opening balance—50 units @ Rs. 3 per unit 

Issued out to production : 2 units 

Purchased 48 units @ Rs. 4 per unit 

Issued out 20 units to pro V.iction 

Purchased 76 units @ Rs. 3 per unit 

Received back into stores 19 units out of 20 units issued on 
9th August, 1978 
Issued to production 10 units. 

[Ans. Stock 161 units of Rs. 527-70) 


August 1 


»• 


»» 


5 

7 

9 

19 

24 

27 
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e - 4 !' . Thc flowing » s a history of the receipt and issue of materials in a 

factory, during February, 1978. 


Feb. 

1 

Opening balance 

500 units 

@ Rs. 25 00 

»» 

3 

Issue 

70 units 

»» 

< 

Issue 

100 units 


»» 

8 

Issue 

80 units 


•* 

13 

Received from vendor 

200 units 

@ Rs. 24 50 

»» 

14 

Refund of surplus from a 




work order 

15 units 

@ Rs. 24 00 

_ V 

16 

Issue 

180 units 

Feb. 

20 

Received from*vendor 

240 units 

@ Rs. 24-37 

*• 

24 

Issued 

304 units 

•* 

25 

Received from vendor 

320 units 

@ Rs. 24-31 

»» 

26 

Issued 

112 units 

•» 

27 

Refund of surplus from a 


@ Rs. 24 50 
@ Rs. 25-00 



work order 

12 units 

* 1 

28 

Received from vendor 

100 units 

»• 

29 

Returned to vendor 

50 units 


The store verifier of the factory noted that on 15th be had found a short¬ 
age of 5 units and on the 27th another shortage of 8 units. 


Write out the complete Stores Ledger Account in respect of the above 
materials using (/) ‘First-in-first-ouf and (»/) ‘Last-in-first-ouF principles. 

[Ans. Stock FI^O 478 units of Rs. 11,693 ; 

LIFO 478 units of Rs. 11.812.) 
~r 0i L! nd . ia iS a u bu L k . distr , ibutor of high octane petrol. A periodic 

1 y .i? f ■E tr ? 1 .. on haod ,s lakc, i whcn ,hc books arc c,oscd al lhc cnd of 

T ? 9°77 ThC fol,ow,ng summaf y of information is available for the month of 


Sa!es ... ... ... ... Rs 945000 

General Administrative cost ... ... r s . 25 000 

Opening Stock : 100000 litres @ Rs. 3 per litre ... Rs. 3,00000 
Purchases (including freight in) 

June 1 200000 litres @ Rs. 2*85 per litre 

June 30 100000 litres @ Rs. 3 03 per litre 

Closing Stock June 30 130000 litres. 

Compute the following data by the first in first out, weighted average and 
last in first out method of inventory costing :— 

(а) Value of inventory of June 30. 

(б) Amount of the cost of goods sold for June. 

(e) Profit or loss for June. 


[Ans. 


Method 


Value of Inventory 


FIFO Rs. 3,88,500 

Weighted Average Rs. 3.90,000 
LIFO Rs. 3,93,000 

[Hint. Administrative costs have not been included in the cost of goods sold] 

43. Record the following transactions in the stores ledger charging 


(C.A. Inter Nov. 77) 
Cost of Profit or 

goods sold loss 
Rs. 7,84.500 Rs. 1.35,500 

Rs. 7,83,000 Rs. 1,?7,<00 

Rs. 7,80,000 Rs. 1,5- O 


material issues at 

(0 

Hi) 

(Hi) 

Jan. 

1 

»t 

10 

% t 

20 

Feb. 

4 

Mar. 

21 

16 


Standard price taking standard price at Rs. 115 
Received 1,000 units Re. 1 per unit 
Received 260 units (rt Rs. 105 per unit 
Issued 700 units 

Received 400 units (« Rs. 1'15 per unit 

Received 300 units (a Rs. 125 per unit 

Issued 620 units 
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April 12 Issued 240 units 

May 10 Received 500 units @ Rs. 1*10 per unit 

May 25 Issued 380 units 

For computation of periodic average price, the period from January t© 
May be taken as the base. 

(Ans. (i) Average Price Rs. 1*11, Stock 520 units of Rs. 505 
(ii) Average Price Rs. 108, Stock 520 units of Rs. 563 
(«0 Stock 520 units of Rs. 427] 

44. A consignment consisted of two chemicals A and B. The invoices 
gave the following data : 


Chemical ,4—4,000 lb. @ Rs. 2 50 per lb .Rs. 10,000 

Chemical B— 3,200 lb. Rs. 3*25 per lb.Rs. 10,400 

Sales Tax Rs. 816 

Railway Freight . Rs. 384 


Total Cost Rs. 21,600 


A shortage of 200 lb. in A and 128 lb. in B was noticed due to breakage. 
What stock rate you would adopt for pricing issues assuming a provision of 
5% towards further deterioration. 

(Ans. Chemical A Rs. 2 93 and Chemical B Rs. 3 76] 
(Hint. Sales Tax is 4% of value. Approportion railway freight according 
to weight. Breakage has been treated as a normal loss.) 


45. The purchases and issues of material X in the month of January, 
I97S is as follows 

Jan. 3 Purchase 800 Units @ Rs. 20 per unit. 

Jan. 8 Purchase 700 Units @ Rs. 18 per unit. 

Jan. 9 Issue 600 units. 

Jan. 11 Issue 800 units. 

Jan. 17 Purchase 800 units @ Rs, 20 per unit. 

Jan. 25 Purchase 500 units @ Rs. 25 per unit. 

Jan. 31 Issue 1,000 units. 

The standard price per unit of material is Rs. 20 per unit 6xed for the 
year 1978. Show the Stores Ledger entries and determine the price variance tor 
the month of January. - (/CfVA, Inter , December , iy/y) 

(Ans. Balance 400 uoits of Rs. 9,100, Price Variance Rs. 1 , 100 *( Ad ve.se)] 


46, Calculate the material turnover ratio for the year 1979 from the 
following detailsw . i v 


Opening Stock 
Closing Stock 
Purchases 

Determine the fast moving material. 


Miterial X 
Rs. 
25.000 
15.000 
1,90,000 


Material Y 
Rs. 

87.500 

62.500 
1.25,000 


(B. Com. Madurai. April 1981 ) 
f Ans. Material X 10. Material Y 2. X is fast moving] 
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Direct Labour 
and 

Direct Expenses 


, J 1 HE second element of cost of manufacturing a product is labour. 

The role of labour in the process of production cannot be 
overlooked inspite of the fact that machines are being used on a vast 
scale today. The efficiency of production depends upon the success¬ 
ful utilisation of labour force and for that, proper accounting .and 
control of labour are needed. Skill of labour helps in lowering 
down the cost of unit produced besides raising the quantity and 
quality of the output. 

A c^lfirect and indirect labour 


Labour can be direct as well as indirect. Direct labour is 
that which can be charged to specific cost units directly. Indirect 
labour is one the direct allocation of which is not possible. If 
allocation of wage s to different jobs or products on a convenient 
pasis can tie^done and the wages are paid to workers engaged directly 
in the fabrication of products, the wages are direct.' The wages are 
indirect when the workers are not directly engaged in the manu¬ 
facturing of products and the wages cannot be identified to particular 
jobs or products. The examples of indirect labour are wages paid 
to supervisors, repair workmen, chowkidars, inspectors, materials 
handlers, time-keepers, foremen, watchmen, cleaners, etc. The 
example of direct labour is wages paid to workmen put on definite 
jobs or products in the factory. 

Sometimes, it is difficult to distinguish between direct labour 
and indirect labour. A worker might be engaged in doing a parti¬ 
cular work concerned with manufacturing a commodity and after 
an hour the same worker might be placed on a different job con- 


direct labour and direct expenses 


1U1, 


cerned with, say, lime-keeping or repairing In such a case the 
“ " s paid for the first hour should be treated as direct and for the 
resfof the period, indirect. It is to be noted that the classification 
of labour betwe en direct and indirect also de pends upon the criteria 
.,id doWn by the - management lor the wont and the nature of the 
industry. The distinction must be observed because direct labour 
. I part of Prime Cost of Production whereas indirect labour is 
treated as Factory Overhead and, therefore, included under Works 
or Factory Cost. 


A 


CONTROL OVER LABOUR COSTS 


As stated before proper employment and efficient utilisation of 
labour are vital factors which determine the cost and quality of an 
organisation’s products and consequently its results as a whole. This 
requires employment of efficient workers, proper recording of itime 
taken by them in production and accounting for the wages paid 

to them. 


In a large industrial organisation there are 
for control over labour costs : — 


five departments 


1. Personnel Department, 

2. Engineering and Works Study Department, 

3. Time-keeping Department, 

4. Pay-master’s Department, 

5. Cost Accounting Department. 


Personnel department 

The Personnel Department has to recruit the labourers, train 
them and thereafter place them to the jobs they are best£ 
is responsible for control and administration of the scheme for the 
efficient utilisation of the services of labour. Whenever, a new 
worker is employed, the Personnel Department sends a notification 
to the Time-keeping and Pay-master’s departments also. 

Following are the two important records used in connection 
with the recruitment and placement of workers : 


Labour placement requisition 

The process of recruitment starts when the personnel depart¬ 
ment receives a duly signed 11 Labour Placement Requisition ” (Fig. 26) 
from the department in need of workers. On receipt of such a 
requisition the Personnel Manager first consults his own records to 
find out whether he has in his records persons required available for 
employment Afterwaids, he applies to local employment exchange, 
technical colleges and educational institutes, advertises in news¬ 
papers, etc. Action is then taken to receive formal applications, 
interview and select persons. 'The department concerned will be 
informed of the selection. 
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LABOUR PLACEMENT REQUISITION 

Department.. Requisition No 

Date. 


, * in . d *y a rran «c for workers of the following categories for my 
Department with effect from. * 


Number of 
employees 
requistioned 

Category 

Job 

Specification 

Description 

1 1 
Remarks 


• 





Requisitioned by. Approved by . 


Fig. 26 


Employee s history card 

I he Personnel Department keeps a record of each employee. 
I he record is kept on a card which contains the details about the 
name, address, department, the name of former employer, date of 
EMPLOYEE S HISTORY (OR PERSONNEL RECORD) CARD 


Name ... 
Address. 


Clock Number. 


uaic oi di 

Education 

Tin-.. 


Marital status.Children. 

Previous F.torrirnr#. 

Date of Employment. 


r . 


Department. 


Starting Pay..»... 

■ 

Category.. 


••••••••••••••••a 

Encased as.. 

Date left.. 



Previous Emolover .. 

Reason for leaving........ 



PARTICULARS OF CHANGES IN PAY AND SERVICE 

Date 

Trade 

I Grade 

Pay 

- -- 

Reason for change (Incre¬ 
ment, transfer, promotion or 
demotion etc.) 







Fig. 27 

Tbe card may be modified according to the needs of the concern 
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joining occupation, rate of pay and clock number etc. Whenever 
the services of an employee are terminated, or he himself leaves 
the job on his own accord, the reasons for such termination or for 
leaving are also recorded. This helps the management to find out 
solution of frequent labour turnover and to improve the working 
conditions in the factory. A specimen of an employee's card is 
given on page 110. 

Columns are provided generally on the reverse side of the 
employee’s history card to insert information regarding leave entitle¬ 
ment, leave taken, medical and other benefit taken by the worker. 
Sufficient space is also provided for noting the change of address, 
the progress of the worker, details regarding his promotion and 
transfer from one department to another. 

Engineering and works study department 

This department helps in maintaining control over working 
conditions and production methods lor each job, department or 
process, by performing the following functions : 

l i) Preparation of plans and specifications for each job 
scheduled Or production. 

(u) Supervision of production activities within production 
departments. 

(,U) work 31 ' 00 Und supervision of rescar ch and experimental 


(iv) Maintaining safety and efficient working conditions. 
(t>) Making time and motion studies. 

(vt'J Making job analysis. 

(vii) Setting piece rates. 


Time study 

onerJ im t StU r y inv °. lves determination of standard time for an 
peration by direct time measurement. Generally 10 to 12 oh^r 

comnu^T T? ade ^ eachlabour and an average ,,m e i 

computed. The standard time is fixed after slvins due r 

to factors such as absolutely essential labour ™ ue c °nsideration 
tools and trained, efficient and skilled workers. ° Vements > P ro P er 

Motion study 

Motion study is concerned with determination of *t*r>A„A- 
methods for performing different operations It aim ‘J a . ndardl s e d 
the method of working by economising effort^ an A a at . ,m P r rovin g 

while maintaining and improving efficiency. d reducin S fatl S u e 

Job analysis 
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to perform the work satisfactorily. Such a job analysis helps the 
personnel department to catalogue its labour requirements and 
assign the best available man to each job. 


A proper system of time and motion studies together with job 
analysis help^- management in reducing cost.; through proper plan¬ 
ning and controlling output and wages. 


ime-keepin 



The Time-keeping Department is primarily concerned with : 


(a) recording of each worker’s time 4 in' and ' out ' of the factory 
distinguishing between regular time and overtime ; 


(6) reporting the time of each employee for each department, 
operation and production order. 


Thus the time-keeper has to maintain two sets of records : 

1. Attendance time records. These records tell about the total 
time spent by the worker in the factory. They are useful for calcula¬ 
ting the total amount of wages payable to the workers. 

2. Job time records. These records tell about the lime spent by 
each worker on different jobs. They are helpful for calculating the 
cost of labour to be charged to a specific job, production order or 
process. Such records are also termed as "Time booking”, records. 


Methods of recording attendance time 


There are several methods for recording attendance time of 
workers. A factory may adopt any of these methods after consider¬ 
ing factors such as its size, number of workers employed and the 
type of bvisincss. 


1. Handwritten records : 


Such records can be kept in any of the following two ways— 

(а) A time-keeper may be employed by the management to 
record the time in a time book. He will enter the time when the 
worker gets inside the factory and the time at which he leaves the 
factory. 

(б) A time-register may be kept at the gate of the factory and 
the employees may be required to sign both at the time of entering 
and leaving the factory, noting down time in or time ovt. 


Daily master roll 

The attendance register to note the exact timings of the workers 
entering and leaving the factory is known as Daily Muster Roll. 
Its specimen is given on the next page : 
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Foremai 

Fig. 28 


In case method (a) is adopted the register will be filled in by 
the time keeper by calling out the name of each worker. In case of 
method ( b ) it will be filled in by each worker as he enters the factory 
gate. An extra column will be provided for his signatures. 

The above daily muster roll is taken to the paymaster’s depart¬ 
ment and there this attendance register is further analysed to find out 
the wages of each workman. A specimen of the Analysis of Muster 
Roll is given on below : 


ANALYSIS OF MUSTER ROLL 



Th wc»*m artnntrd in small organizations only. 
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2. The check, token «r metal disc method 

In this method each worker is given a number. A board 
filled with hooks to hold metal discs bearing workers’ number is 
kept near the factory gate. When the worker arrives, he removes 
his disc and puts it in a bex provided. At the scheduled time, 
say, at 8 A.M. when the factory starts, a different box is put in 
place of the old one so that late comers may be spotted. Instead 
of putting another box a person may be employed at the gate to 
record the time of late comers who shall hand over their discs to 
him. T his provides a strong check for the attendance of workers. 
TKIs’sysTefn of recording the time is useful only when proper super¬ 
vision is maintained to see that a worker does not handle more than 
one disc. Moreover, when the workers are in a large number, there 
may come practical difficulties in the operation of this system. 
Hence it suits small concerns only. 

3. Time recording clocks 

For greater accuracy and to save time, mechanical devices 
are used for recording the time. Whenever, the organisation is 
employing a large number of workers, the time-recording clocks may 
be useful. Disputes regarding time of arrival and departure of a 
worker in/out of the factory can be avoided when machines are used 
because exact timings shall be recorded by them. Such machines 
may be any of the following types : 

(») Dial Time Recorder : This recorder has a clock face with 
several holes (about 150) around it. All workers are allotted clock 
numbers and each hole bears a worker’s number. The worker 
operates this machine by revolving a handle around the numbered 
dial until the desired number is reached and then presses it into the 
hole allotted to him. His time is automatically recorded on a role 
of paper within the machine against his clock number. The time of 
arrival and departure is thus entered in ihe sheet and the number 
of hours worked can be transcribed by the machine itself on a wage 
sheet for calculation of wages to be paid to workCTs. The machine 
is used only bv small concerns. 

(it) Re y Recorder : In case of this recorder there are a number 
of keys, each key bearing the ticket number of a worker. When a 
worker enters the factory, he inserts his particular key in the key 
hole and gives a turn, the ticket number and the clock time are 
recorded on a sheet of caper. 

Both the methods discussed above have an advantage that 
there is no need of copying out the time records as the role of paper 
when taken out forms a part of the pay roll. But both the methods 
suffer from the following drawbacks : 

(*) The method can be used by small organisations only as 
the number of keys or holes is limited (nearly 150). 

(it) The worker himself cannot see whether the correct time 
|ia« been recorded. It may, therefore, lead to disputes. 
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(Hi) The records of a worker’s arrival time and departure are 
widely separated on the paper roll. It makes the calculation of 
attendence time cumbersome. 

fnfiCard Time Recorder : On account of a number of disad¬ 
vantages of dial and key time recorders, card time recorders are now 
un iversally used. In case of this machine, each worker is given a 
separate card termed as ‘Clock Card' (Ftg.'30) or ‘Time Card'. The 
card bears his individual ticket number. The cards are placed in 
racks alongside the recorder or clock at the factory gate. There are 
usually two racks on either side of the recorder denoting the ‘Out’ 
and 7»* racks. The cards are serially arranged and placed in the 
‘Out' rack at the time of opening of the factory. On arrival, a 
worker tak»s out his card from the 'Out' rack, and punches the time 
of his arrival with the help of machine and puts it into the 7 n* 
rack. Wnen he goes out of the factory the process is reversed. 

The method has several advantages : 

(i) It is economical, since it eliminates the necessity of employ¬ 
ing extra time-recording staff. Besides that the same cards may be 
.used for calculation and payment of wages, thus savings may be 
effected by eliminating the preparation of pay roll. <| — 

(ii) The system is clean, safe and quick. 

(Hi) Chances of fraud and fraudulent entries are reduced. V 

The system has some disadvantages too : 

(i) It requires heavy capital outlay.^_ 

(ii) Close supervision is necessary as the employees can insert 
the cards of their friends into' the machine.^ 
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CLOCK/TIME CARD 





worker..-, 
of the worker. 


Week ending 



Regular 

Over-time 

Total Time 

In 

Out 

In 

Out 

Ordy. 

• 

Overtime 


WAGES PAY 

Ordinary time.hrs. @ Rs. 

Overtime.hrs. (a) Rs. 


Less Deductions 
Net amount payable 


Mg. JU ' -- 

(The card may also be fortnightly or monthly. In such a case the 
Day column ’ will be replaced by the ‘Date column .) 
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ethods of job time booking 


-^BeSldeTrecording time of the arrival and the departure of 

a worker in proper time cards, it is also necessary to record time 
devoted by him on a job, order or process in the factory, on account 
of the following reasons : 

(») to ascertain the cost of a job, order or process ; 


(it) to ensure that worker does not waste his time after enter¬ 
ing the factory and goes straight to his job ; 

(tit) to ascertain the cost of idle time. 


l ime may be recorded in appropriate records by manual or 
mechanical methods depending upon the size of the organisation. 
The records may be kept any of the following ways * 


1. Daily time sheet 

In case of this method one sheet is allotted to each worker in 
which he records time spent by him on each job during the day. 
The method is suitable in case of those workers who have to change 
their jobs quite frequently during a day eg., maintenance workers. 
The method is not very much in use since it involves a lot of clerical 
work: 


A specimen of Daily Time Sheet is given below : 


DAILY TIME SHEET 

A B C Co. Ltd 

Worker's Nib*. “ 

Worker’s No. - Date .... 

Job 

No. 

Department 

Time 

Total Hours . 

Rate 

Amount 

Rs. 

Start 

Finish 

O 

Over 

Time 

Jg 

hour 









TOTAL 





Wo,k “» n .. Foreman. 

. CoStClerk.....*...... 



Fig. 31 
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eekly time sheet 

quite similar to ‘Daily Time Sheet’ except that instead 
of recording the work done for a day only, record of time for all 
jobs during the week is made. This type of record is mainly suitable 
for intermittent jobs and is commonly used for recording time in 
building or construction work. As compared to daily time sheet, the 
•El?*'* 0 ** work »» considerably reduced. A proforma of a Weekly 
Time Sheet is given below : 




A job card or job ticket is maintained for every job. When a 
worker takes up a job, a job card (with or without details of the 
work to be done) bearing number of the job is given to him. He 
shall record in it the time of taking up and finishing the job. In 
most cases this is done by mechanical aids. As soon as a job is 
completed the worker is given job card of another job to be done by 
him. In case the job is suspended or the worker does not get 
another job soon after the completion of a job, he should contact 
the time-keeper so that appropriate booking of waiting time may be 
made on the ‘ Idle time card” (explained on the next page.) 


A job card, thus, performs two functions : 


(a) It authorises a worker to carry out the operations detailed 
thereon. 


(6) It enables the correct allocation oi wages to jobs, opera¬ 
tions or processes. 
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It is essential to know how much time in a factory is unproduc¬ 
tive and on account of what reasons. The operator should, therefore, 
record the time and the reasons for which he remained idle in the 
factory in a separate card terpied as ‘Idle Time Card’, Its proforma 
is as follows : 

IDLE TIME CARD 


Worker s Na 
Worker’s No 



Reason for 
idle time 


Power failure 

Brea k-down 

Waiting for Job 
instructions 

Tools 


Worker 


•To be filled in by the cost clerk. 
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5. Combined time and job card 

This card records both the attendance time and work time of 
a worker on one sheet. This facilitates the reconciliation of gate 
time with work time. The card can be more conveniently used 
when recording of time is done by means of time recording clocks. 

A proforma of such a card is given below : 

COMBINED TIME AND JOB CARD 


Worker's Name... 

Worker's No. 

irade and Grade. 


ABC COMPANY LIMITED 


Week ending 
Department... 



Total Hoars 
Worker .... 
Cast Clerk.. 


Fig. 35 

6. Labour cost card 

When on a job different workers are working daily, a card may 
be kept for a particular job instead of providing a card to the 
worker for recording the time spent by him on different jobs. The 
job card, in this case, shall be passed on from one worker to another 
while he is on the job. This type of record wiU show the total time 
sp~nt and wages to be paid for a particular job. A specimen form is 
*' yen on the next page. The card shows the total cost of labour 


•f-w. 


[Oil 


IHI 


1U' 


1 • \ • W IW! W- 




This card may be kept in addition to the job card issued to each 
worker. 
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7. Piece work card record 

The workers may be paid according to the work done by them 
instead of on the basis of time spent by them on a particular job. 
In such a case a Piece-work Card is maintained for each worker. 
Whenever, the payment is made at certain rate per unit of output 
gl-pci ^rticle manu factured, the quantity of work done has to be 
takenuTlo iccouni. The work completed must be inspected other¬ 
wise the quality may be deteriorated by the employees in a hurry 
to produce maximum possible units within a limited time. A typical 
form of piece-work card is shown in Fig. 37. Some factories do not 
maintain time cards when they keep the piece cards. How- 
®Y on account of the following reasons, it is imperative to keep time 
cards alongwith piece work cards, even when the workers are to be 
paid according to the work done by them : 

(а) The efficiency of workers can be judged only on the bans 
of tune taken by them in producing a certain quantity of output. 

(б) It helps in correct apportionment of overheads because in 
most cases it is necessary to take the time taken by the worker into 
consideration. 

(c) It helps in ascertainment of bonus payable to workers 
when such payment is dependent on the time saved by them. 

(d) It helps in maintaining of discipline in the factory. The 
disturbances in the work of production by late entrance of workers 
in the factory can be checked if time cards are also kept. 

The job or piece cards duly filled in are forwarded to the cost¬ 
ing office where the costing analysis is made in respect of everv iob 
or product. 7 J 


„ f , , M PIECE WORK CARD 

WwkCT s No. Department. 

Worker’s Name. Catesorv 

Week ending. ^Mgory . 

Day 

Job 

No. 

Number of Units 

Initials 

of 

Inspector 

Rate 

per 

unit* 

Amount* 

Total 

Rejected 

Accepted 

Monday 

Tuesday 

Wednesday 

Thursday 

Friday 

Saturday 




i 

r- 

; 



Workman’s Signatures . Checked 

Forman’s Signatures . Entered i 

Inspector’s Signatures ., Abstract 

by. 

id Wage 
by . 

» » 
ts 


Fig. 37 


•May be filled in by pay/cost clerk. 















DIRECT LABOUR AND DIRECT EXPENSES 


123 


^-*KeconciIiation of attendance time witli the time booked 
for work 

At the end of the wage period, the time shown by the time 
cards in respect of each worker should be compared with the time 
booked on the jobs as indicated by the job cards. The reconciliation 
is easier if a combined time and job card is maintained in respect 
of each worker. In case the time booked on jobs is less than the 
time recorded in the time cards, the difference indicates idle time, 
which may be compared with idle time cards—if maintained by the 
business. 


There is no need of maintaining separate job cards if the 
workers are mostly engaged throughout the period on the same, 
process, job or contract. However, idle time cards may be main¬ 
tained. The time recorded in the time cards minus the time recorded 
in the idle time cards, will be the effective time to be booked to that 
process, job or contract in all such cases. 

-Casual workers and outworkers 
^ Casual workers 


Casual workers are those who arc not on the list of regular 
employees, but are engaged casually whenever there is extra work¬ 
load in the factory ; or whenever a regular worker is absent from 
the job for a temporary period because .of illness or any othe r 
rea son. Such c asual workers are usually paid every day! The 
wages paid to them are treated as factory overheads if the time 
spent by them cannot be identified to specific jobs ; and as direct 
labour if the direct identification of such time is possible. In the 
former case each worker should be supplied with a ‘Time Card’ 
while in the later case a ‘Job Card’ should be issued to each one 
of them. 

In order to prevent payment to bogus workers, everything 
should not be left to the foreman of the department. Their employ¬ 
ment must be properly authorised and payment of wages to such 
workers should be made by the pay clerk in the presence of the 
foreman. Spot check on the number of casual employment is also 
necessary to ensure that the number is. not larger than what is 
essentially required for the purpose. 

Outworkers 


Workers who work outside the factory premises are termed as 
outworkers. They may be put in the following two categories :— 

(а) Workers who are not on the pay-roll of the factory. 

(б) Workers who are on the pay-roll of the factory. 

Workers who are not on the pay roll These workers are 
not in the regular employment of the business. They are supplied 
materials by the concern but use their own tools, premises etc. 
otrict supervision and control is required in such cases in respect of 
materials issued to the workers for carrying to their homes, delivery 
of manufactured products after the allotted time, and the quality 
ol work according to the directions given to them 
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1 he time cards are not kept in case of such workers because 
the time taken by a worker is of no use to the employer. Such 
workers miy be paid higher than those who work within the factory 
because they use their own premises, lighting, tools etc. 

Workers who are on the pay-roll. These workers *.e in the 
regular employment of the business house. They are sent to 
customer’s residence to perform some specific duties such as sanitary 
work or plumber’s work etc. at customer’s premises or at any qther 
place according to his directions. Time records of such workmen 
must be kept by the employer to note the time when they come in 
ai>d go out. The workers may be given job cards in which the actual 
time taken by them in respect of jobs performed at various places 
be recorded. For better control it will be appropriate if a 
Out Work Time Sheet’, in the proforma given below, is maintained 
for each worker. 


OUTWORK TIME SHEET 


ABC Company Ltd. 
Worker’s Name. 


Worker’s No. Week 


Day 

1 Description of work 


Rate 

Rs. 

Cost 

Rs. 

Mon. 

Tues. 

Wed. 

Thu. 

Fri. 

Sat. 

Sun. 





Total 

- 1 



1 Worker..... 



r' ImI. 

T'! — ^ n 


Fig. 38 


Pay-master's department 

The pay-master’s department is responsible for making pay¬ 
ment of salary or wages to each employee. It has to perform the 
following functions : 

l»J It maintains a record of the job classification, department 
and wage rate for each employee. 
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(**) 

(m) 

(»») 

(•) 

(«i) 


(*•») 

(viii) 


It verifies and summarises the time of each worker as 
shown on the daily time card. 

It computes the wages earned by each worker. 

It prepares the payroll for each department showing ^he 
total amount earned for the period by each employee. 

It summarises the deductions so that they may be posted 
in total to the credit of the account concerned. 

It summarises the employer s contributions towards pro¬ 
vident fund, state insurance etc. so that the amount may 
be debited to wages control account and credited to pro¬ 
vident fund and state insurance accounts. 

It maintains permanent pay-roll record lor each 
employee. 

It disburses salary and wage payments. 


Pay-roll accounting 

Pay-roll accounting is generally considered to be a part of 
financial accounting. Computation of gross and net amount due to 
employees is the primary task involved under pay-roll accounting. 
For this purpose * Pay-roll’ and ‘Pay-Slips' are prepared. 

Pay-roll or wages sheet 

The pay-roll records the amount of gross wages and net wages 
payable to each worker. It also specifies all deductions indivi¬ 
dually. 

Gross wages 

(a) Under Time Wage System. The amount of gross wages 
is calculated by adding up wages at ordinary rates plus overtime 
premium. 

This may be put in the form of following formula : 

Gross Wages =Ordinary wages4-Overtime premium 

Ordinary Wages =Total hours as shown by time card X Hourl- 

(ord. as well as overtime hrs.) Rat 

Overtime premium = Overtime hours X Overtime premium rate 

Example. A worker’s time card shows that he has worked 
for 20 hours in the factory out of which he has worked 4 hrs. over¬ 
time. The ordinary rate is Re. 1 per hour while the overtime hours 
are to be paid at 1J of the ordinary rate. 

The Gross Wages of the workers will be a* follows : 

Ordinary Wages • =20 hrsXRe. 1 =Rs. 20 

Overtime premium = 4 hrs X‘50 P. =Rs. 2 


Rs. 22 


The amount of overtime premium should be calculated separa¬ 
tely since in most cases it is charged as a works overhead item. 
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(6) Under Piece Wage System. Wages to workers under 
wage system may be paid in two ways ; 


piece 


(а) at a fixed rate per article or job. 

(б) at a standard rate per hour for allowed hours for the job 
I he worker may be given bonus for completing the job in less than 
the allowed time. 


When wages are paid to workers at a fixed rate per article, 
they may be calculated with the help of following formula : 

Gross wages=Number of good units X Rate per unit. 


In case a worker is to be allowed a minimum generated time 
wage, any deficit will be entered in the wages sheet as ‘ wages make- 
up and charged to factory overheads. 


Where workers are paid at standard rate per hour, the value 
of jobs completed in terms of allowed hours will be calculated The 
amount of wages will be found out by multiplying the allowed hours 
so calculated by the standard rate. 


- „ Deductions. The Payment of Wages Act, 1936 authorises the 
following deductions as per rules given in the Act : 

(») Fines and deductions for absence from duty. 

(n) Deductions for damage or loss of goods or money expres¬ 
sed entrusted to the employed person. 

(iit) House rent and supply of other amenities and services. 

(tv) Deduction for recovery of advance. 

(v) Income-tax. 

(vi) Deductions in respect of an order of a court or other 
competent authority. 

(vit) Provident fund. 

(t riii) Deductions of co-operative society dues. 

(tx) Deduction for life insurance premium. 

(x) Employee’s state insurance contribution. 


The total deductions in respect of an employee are deducted 
from his gross wages and net amount due to him is calculated. 1 

Sometimes, the wages sheet is prepared for each department 
separately. This makes easier comparison of actual figures with the 
budgeted figures for each department. 

Entries in the wages sheet may be made either by hand or by 
means of accounting machines. Punched card system is used in big 
firms for automatic tabulation of wages. 

A proforma of Wages Sheet is given on the next page. 

. 1. The total amount of deductions under the above heads in a wage 
period must not exceed 75% of the gross wages of the employee in cases where 
such deduct/ons are made wholly or partly for payments to co-operature 
societies. In any other case they should not exceed 50% of such wjges. 


WAGES SHEET (PAY-ROLL) 

ABC Company Ltd. 
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In order to check errors and frauds and to avoid misappro¬ 
priation of money by showing ‘dummy’ names in the wages sheet, 
it is essential to adopt a sound system of internal check. Different 
persons should be employed in the firm for filling of different 
columns of the Wages Sheet. This will lessen to a great extent the 
possibility of any collusion among them. 

Pay slip* 

It is a copy of the pay-roll which provides the same informa¬ 
tion as recorded on the pay-roll. However, it is prepared for 
each individual worker and is handed over to him in advance of the 
actual payment of wages in cash. A proforma of pay slip is given 
below : 


' PAY. SLIP 

Worket's Name. Department. 

Worker s No.... Wage period. 

Rs. Rs. 


Basic Wages 
Overtime Premium 
Dearness Allowance 
Leave Pay 
Holiday Pay 
Other Allowances 

Gross. Wages 

Deductions : 

P.F. Contribution 
Tax 

House Rent 
Other deductions 

Net wages due 


Pay Roll Clerk 


Notes. 1. Complaints, u any, should be made on receipt of the slip in the 
course of day. 

2. When you receive cash, check it up with the net amount shown 

above. __ 

Fig. 40 

Prevention of fraud in wage pay mem 

An appropriate and systematic procedure for disbursement of 
wages should be adopted to avoid frauds and irregularities in pay¬ 
ments. Strict and rigid control must be exercised and precautions 

•Some concerns prepare the pay roll in duplicate with perforated por¬ 
tions. The pay details of the worker concerned can be given to him by sepa¬ 
rating copy of the relevant portion. 
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taken so that a worker is not paid twice and fictitious payments are 
not made to dummy workmen. Any collusion amo "8 per *°"* 
incharge of disbursements should be checked. This can be pone by 

delegating responsibility to them together with the authority. I he 

following points should be carefully noted in this regard : 

1 Proper recording of timings of workers’ arrival anil depar¬ 
ture is' essential for knowing the time spent by them within the 
factory. 

2 Job cards and Time cards should be duly checked and 
reconciled to know the accurate time spent by the workers on a 
particular job. 

3. The records should be compiled by a number of persons 
employed in the wages office. The wage rates should be correctly 
written in the cards and then the correct calculation should be 
made of the amount to be paid by way of wages. 

4. A system of cross checks should be employed within this 
department to ensure accuracy of the wages paid to workmen. 

5. The persons involved in preparation of wages sheet should 
sign it. It should then be countersigned by a responsible official. 

6. It should be carefully checked that deduction in respect 
of Insurance Premium, Income Tax, Provident Fund or Pension 
Contribution etc., have been duly made. 


7. The person distributing the wages should not be involved 
in compilation of wage records or preparation of wages sheet. 

8. Money should be drawn from the bank for the exact 
amount of wages to be paid on a day preceding to the day for the 
payment of wages. 

9. Wages should be paid to workmen themselves personnally, 
and not to their fellow-workers, in presence of concerned foreman 
so that the recipients may be identified. A fellow-worker may be 
allowed to receive wages on behalf of another if satisfactory and 
genuine written evidence is produced by him. 

10. Unclaimed wages should be properly accounted for. The 
presence of a senior official at the time of disbursement of wages 
shall prove to be considerably helpful in proper disbursement 
of waeps. 

accounting department 

The Cost Accounting Department is responsible for recording 
separately the entries in respect of wages paid to direct and indirect 
labour. The direct labour costs are taken as basic or prime cost 
of production and indirect labour costs as overhead expense. 
Analysis of labour costs into direct and indirect helps in exercising 
control over labour costs. The primary responsibility to report to 
management regarding any loss of labour time, wastage and in¬ 
efficiencies etc. lies with the Cost Accounting Department. The 
Costing Department has also to compare the actual labour costs 
with the pre-determined standard or budgeted costs and show the 
causes of any variances to the management. 
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Wages abstract 

It is a statement prepared by the Costing Department wherein 
the distribution of wages by departments, jobs, work-orders or 
processes is analysed. The Wages Abstract or Wages Analysis Sheet 
is just like Materials Abstract. The Wages Abstract relates to a 
particular week and the data about wages paid to each workman 
for the different cost units or activities like jobs, work-orders etc. 
are incorporated therein. The sources from which figures are ex¬ 
tracted are wages sheet, time cards, piece-work cards, job cards, etc. 

It may be necessary for the costing office to divide the gross 
wages payable to the workers between direct and indirect. In such 
an event two wages analysis sheets may have to be prepared : one 
for appointment of wages between direct and indirect and the other 
for allocation of direct wages. The former may be prepared on the 
basis of time cards. The performas of the two analysis sheets are 
given below. 

(i) WAGES ANALYSIS SHEET 


Workman’s 

Name 

TimeCard No. 


Direct 

Wages 

Indirect Wages 

■ 

Factory 

Office 

Selling 

Distribution 

I 








1 


Week ending 


(ii) DIRECT WAGES ABSTRACT 
(or Direct wages analysis sheet) 


Workman’s 

Name 

L 

£•§ 

o<3 

* 

>-» 

Job/Process Number 

Total 
wages for 
the week 

Rs. 

1 

Rs. 

2 

Rs. 

3 

Rs. 

4 

Rs. 

5 

Rs. 









Total 









Checked by- 


Fig. 41 
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TREATMENT OF HOLIDAY PAY, IDLE TIME, 
OVERTIME ETC. IN COST ACCOUNTS 


Holiday pay 

For the weekly holidays and other holidays, the workers are 
paid wages. The payment is treated as an indirect *cpense aAd 
charged to Factory Overheads Account and thus recovered from 
production. The amount of holiday wages to be charged to factory 
overheads is estimated by the management for the year as a whole 
after taking into account the normal holidays in a year. 1 

Idle time 

In a factory where workers are paid on time basis there is 
usually a difference between the time for which the workers are paid 
and the time actually spent by them in production. This loss of time 
for which the employer pays but obtains no direct benefit is termed 
as ‘idle time’. 

Causes of idle time 

Idle time may arise due to any of the following causes : 

(а) Productive causes. 

(б) Administrative causes. 

(c) Economic causes. 

( d ) Abnormal causes. 

Productive causes. Idle time due to ea^h of the following 
causes is said to have arisen on account of productive causes : 

(«) Machine breakdown. 

(»•) Power failures. 

(m) Waiting for work, 

{tv) Waiting for tools and/or raw materials. 

(v) Waiting for instructions. 

(v%) Tea breaks, changing from one job to another etc. 

Machine break down can be prevented to a great extent if in 
the organisation a proper preventive maintenance system is in 
operation. A routine check of machines in operation will normally 
prevent a major breakdown and thus idle time due to this reason is 
controllable; However major breakdown due to extraneous reasons 
is uncontrollable. 

Idle time arising on account of improper maintenance of 
transmission lines or power plant is controllable. But in case power 
is received from outside, idle time resulting on account of power 
failure will be uncontrollable. 



Proper production planning, effective and efficient system of 
stores control can reduce to a great extent idle time on accriunt of 
waiting by workers for instructions, raw materials or tools. Such 
idle time is, therefore, controllable. 

However, some idle time is bound to occur and inspite of all 
planning it cannot be controlled. For example time that the worker 

1. The ‘holiday pay’ payable to employees of office and selling depart¬ 
ment will be charged as office and administration overheads and telling and 
distribution overheads, respectively. 
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Vikes for changing from one job to another or for changing tools or 
iu going from factory gate to the department where he works or for 
personal needs or tea breaks, cannot be controlled. 

Idle time due to all these reasons should be reported to the 
management by the foreman of the department concerned so that 
remedial action can be taken. The report may be in the follow ing 
perform as : 


Department 
Machine No. 
Machine 


IDLE TIME REPORT 
Machine Shop 
UO 
Lathe 


Week ending 30th Sept. 1978. 


Day 


Total 

Planned 

Machine 

hrs. 


Total 

hrs. 

lost 


Total 
hrs. 
work¬ 
ed 


Analysis of Lost hours 


Machine 

setting 


Waiting 

for 

instruc¬ 

tions. 


Waiting 
for 
tools 


Break¬ 

down 


Other 

delays 


Foreman 


Works Manager. 


Fig. 42 


- A Ift. T*. 

(h) Administrative causes Idle time may ajso be caused 
on account of administrative causes eg. in periods depression the 
factory may not be in a position to utilise its capacity to the fullest 
extent The management may not like to terminate the services of 
their trained workers. They may prefer to pay wages to them 
without their doing any work. Such idle time due to abnormal 
reasons, is uncontrollable. 

(c) Economic causes. Some industries are of a seasonal 
character. For example, sugar factories work only for 3 to 9 months. 
For the rest ol .he peiioc their workers remain idle but have to be 
paid wages. Such idle time is normal but unavoidable. 
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siSS " 1,315 

machinery, fire etc. Such idle time.» uncontrollable. 

Treatment of idle time costs Idle time costs can be 

categoTised into three categories depending upon the causes which 

hav e given rise to such costs : . 

(i) Cost for normal and controllable idle time e.g. idle time 
due to minor machine break down, power f ^ llures < :^? i l V“| 
for tools or raw materials or instructions etc. Suchidle 
time costs should be segregated under a separate sunding 
order number and charged as an item of factory over¬ 
heads. 

(m) Costs for normal but uncontrollable or unavoidable idle 
time eg. time lost in tool setting sh.ft.ng from one job to 
mother tea breaks, personal need, etc, n»v be charged 
to job by inflating the wage rate e.g. .f the ‘.me card 
shows 8 hrs. while the job cards show only 7J hrs. and the 
hourly rate is Rs. 3/-, the job concerned may be charged 
at an increased rate i.e. 

8 X - 3 - =Rs. 3 20 per hour. 

7| hrs. 

Such idle time may also be neglected i.e. it may be allowed to 
remain merged in the total time of the job on which the worker was 
otherwise employed. 

(in) Costs for abnormal and uncontrollable or unavoidable idle 
time e.g. idle time due to administrative causes or major 
machine breakdown, floods, strikes etc. should be recorded 
separately and its cost should be charged to costing profit 
and loss account. 


Overtime wages 1 

The workers sometimes, have to work for an extra time over 
and above the normal hours of work. Workers in India have to be 
paid double the rate for overtime work according to the Factories 
Act 1949 This Act also lays down that a worker is entitled to over¬ 
time wages when he works for more than 9 hours on any day or more 
than 48 hours in a week. A rigid control must be exercised over 
the workers because there is a tendency among the workers to miss 
the work during the usual hours deliberately and this can be made 
as a regular practice. The causes of overtime work must be found 
out and only in cases of emergency or extra load of work, this 
practice should be followed. Overtime work increases the cost of 
production significantly because, as stated before, the hourly rate is 
significantly higher for overtime. Moreover, additional expenses 
like lighting, extra depreciation of machinery, cost of supervision 
etc. are incurred. 


The terms refers to “Overtime premium** only. Wages for overtime hour* 
at ordinary rate in the case of workers fn production departments should be 
treated as direct labour wages. 
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The overtime wages can be taken as direct or indirect labour- 
depending upon its identifiability with specific jobs or products. 
In case overtime wages are necessary to be paid on account of 
the intention to increase the general output of the factory, the cost 
of such overtime or night work should be taken as a works overhead 
charge. Where overtime work has become necessary on account 
of the special request of a customer to get the work completed 
within a specified time, the cost of such overtime or night work 
JUKiv' be taken as a direct charge and recovered from that job only. 

*"*P a y* ncn * of overtime necessistated by an abnormal factor s ch 
as breakdown of machinery, abnormal idle time, etc. should be 
treated as an abnormal expense and charged to costing profit and 


The foreman should prepare a list of workmen required for 
overtime work and get it duly approved by the Works Manager. 

• • Sh °j k* sent 10 wa 8 es office after recording the time in 

their time cards so that the extra payment can be made to workers. 

Night shift allowance 

Q . So ™ etimes workers get extra payment if they work at night. 

exlra *P a y mer ? t would be treated in the same way in which 
overtime premium is treated as explained above. 

Illustration 21 


An analysis of the time card of a worker on a machine shows 
that of the total 48 hours, he worked 45 hours (including 4 hours’ 
overtime) on production and that 3 hours was idle time due to 
machine breakdown. 

The rate of worker is rupee one per hour ; but overtime is paid 
at 50% extra. 

You are required to allocate the total wages paid to the worker 
between “direct” and “indirect” labour, indicating the reasons 
therefor. 


Solution 


Total wages paid to the worker : Rs. 

48 hours @ Re. 1 per hour 48 00 

Overtime allowance for 4 hours @ Rs. 0'50 per 

hour 200 

5(F00 

Time spent on production is 45 hours 
Wages to be charged direct for 45 hours @ 

Re. 1 per hour 45 00 

Overtime allowance, to be treated as indirect 2*00 

Abnormal Idle Time 3 hours @ Re. 1 per hour 3 00 

50 00 


Reasons for allocation 


The overtime of Rs. 3 has been treated as an indirect on the 
assumption that this was necessary on account of general inciease 
in work. However, if overtime, is paid because a customer wanted 
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to get his work completed in time, ‘he paym^t for overume^wdl 

stances rt (if e the C ^worlT C could r ^iofl^ U completS 1 during 

Idle time of 3 hours has been taken as an ab "°*™ al J°“ Lj*. 
cause it was due to abnormal circumstances— breakdown of roach 
nery. This will be debited to the costing profit and loss account. 

Labour turnover 

La boure r s somet imes leave the firm-or industry^themovm in¬ 
stance and occasionally they are ousted from.the firm orindu ^ 

New workers are employed in their places and uovTis the 

of labour force changes from time to time. Labour turno _ ■ ti 

rate of displacement of the personnel employed in an orgamsa o^ 

due to resignation, retirement or retrenchment.^ If the .ate ol 

turnover is more, this is a sign of instability of 

sely afTects their efficiency as well as the profitability of the hrm. 

Experienced workers go out of the firm and new and 
enced workers come in who are to be trained. ^ 
thereby and the cost of labour increases. Therefore, the labnur ,u 
over proves to be very costly for the business and every effort should 
be made to reduce the frequency of labour turnover. 

Factors responsible for the labour turnover, may be put as 
follows— 

Unavoidable factors 


(i) personal betterment ; 

(ii) illness or accident ; 

(iii) death or retirement ; 

(tv) discharged due to insubordination etc. ; 

(v) marriage particularly in case of women workers. 
Avoidable factors 

(i) lack of congenial and healthy atmosphere in the‘factory ; 
(it) lack of proper facilities and amenities ; 

(tit) low wages, ill treatment etc., # 

(tv) redundancy ; i t., lack of planning and foresight of higher 
management. 

(v) relationship with, fellow workers etc. 

Measurement of labour turnover 

Labour turnover may be measured by any of the following 
methods. The choice of a particular method will depend on whether 
emphasis is given on labour separations, replacements or both. 
But once a particular method is chosen, it should be adopted consis* 
tently so that comparison may be possible. 
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Labour Turnover Rate 


X 100. 



(i) Separation rate method. This is the most commonly used 
method. According to this method labour turnover is measured by 
dividing the total number of separations during a period by average 
number of workers on the pay-roll du.-ing the same period. 

Labour Turnover__ Number of Separations in a Period _ 

Rate Average Number of Workers in the Period X 

(»tj Replacement method. The method takes into considera¬ 
tion only the actual replacement of labour irrespective of number of 
persons leaving. It is to be noted that in case new workers are 
employed on account of expansion of the business, they should not 
be included in number of replacements. 

N umber of Replacements in a Perio d 
Average Number of Workers in the 
period 

(m) Flux Rate Method. The method takes into account both 
the number oi replacements as well as number of separations. 

Labour Turnover_ No. of Separations -f- No. of Replacement s 
R ale Average number of workers in the period X 

Equivalent annual rate of labour turnover 

Incase it is desired to relate the labour turnover rate for a 
month or fraction of a month to annual rate of turnover, this may 
be done by finding out ‘Equivalent Annual Rate” with the help of 
the following formula : 

Equivalent Annual Ra«c= K7 - Rate X 365 _ 

No. of Days in the Relevant Period 

Illustration 22 

The following information relates to the personnel department 
of a factory for the month of April 197C : 

Number of workers on April 1, 1978 950 

Number of workers on April 30. 1978 1,050 

Number of workers who quit the factory in April 10 

Number of workers discharged in April 30 

Number of workers engaged in April (including 120 140 

on account of expansion scheme) 

Calculate the labour turnover rate and equivalent annual rate 
under the different methods: 

Solution 

(.»' Separation method : 

Labour Turnover Rate ^eparanons ^ 

Average Number ol Workers 


_ 10+ 30 

95U-H050 

2 


X 100 
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4 X 365_ A <>-£7o/ 

Equivalent Annual Turnover Rate = —^ D/ /<>• 

(tij Replacement method. 

Labour Turnover Actual Number of Replac ements x 100 

n -- . NT ^f VA/<-.r*L-orC 


Rate 


Average Number of Workers 


=iiSo* ioo = 2% 


Equivalent 

Annual Turnover __ 2 X 365 _. 24 - 330 / 

Rate 3U 

(iii) Flux rate method 

Labour Turnover No. of Separations + No. of Rep lacements 
Rate Average Number of Workers 

40+20 inn _fio/ 

= loos- x 100-6 •“ 

Equivalent 

Annual Turnover _6 X 365_ noo/ 

Rate 30 /o 


X 100 


■=73% 


Cost of labour turnover 

The cost of labour turnover may broadly be classified into 
two categories : 

.1. Preventive coats. These are the costs which are incurred 
in order to keep the workers satisfied and thus to act as a discou¬ 
ragement against leaving employment. These costs include the 
following : 

*i) Personnel administration costs—such costs which relate to 
the efforts of the Personnel Manager in maintaining harmonious 
relationship between the management and staff; 

(ii) Costs of medical services ; 

(iii) Costs of welfare services such as sports facilities, canteen 
services etc. 

(tv) Costs of pension or gratuity schemes etc. 

2. Replacement costs. These costs include : 

(t) Loss of output due to delay in obtaining new labour ; 

{ii) Increase in the expenses of the Personnel Department ; 

(iii) Cost of training of new workers ; 

(tv) Increased spoilage ; 

(v) Cost of tool and machine breakages ; 

(vt) Lower productivity on account of inefficiency of new 
workers. 


Treatment of labour turnover costs 


Preventive costs should be charged as a works overhead item 
and apportioned to different departments on the basis of number of 
workers engaged in each department. Replacement costs should also 
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be treated on the same basis if they arise on account of short sighted 
policy of the management. However, if they arise on account of 
the fault of a particular department, they should be charged directly 
to that department. 

It is to be noted that labour turnover cannot be completely 
avoided but its rate can be kept at a considereble low level by taking 
such steps which improve employee morale and create a congenial 
atmosphere in the organisation. 

> METHO DS OF WAGE PAYM ENT 

Labour is one of the main factors of production. The success 
of a concern depends upon *hc efficiency of labour to a great 
extent. Low wages do not necessarily result in low cost ol produc¬ 
tion. There are different methods of remunerating labour and any 
single method cannot be recommended for all business concerns. 
However, there are some factors which are to be considered carefully 
before adopting any particular method of labour remuneration. 

Factors to be considered 

Mutual benefit 

The wage system should be the best combination of interests 
of both the employer and the employees. From the employer’s 
point of vic-v, the cost of labour should be the minimum with the 
maximum of qualitative output, from the workers' angle, the 
wages should be fair and equitable and should be adequate reward 
for the efforts put in by them. The workers should also be allowed 
to share the profits of prosperity periods in the form ol increased 
wages or bonus. 

Easily understood 

H J. Wheldon has rightly remarked—“Strikes and agitations 
have arisen where wages schemes are complex, and not understood 
by the workers.” Hence in promoting a special method ol pay¬ 
ment care must be taken to see that it is not only understood, but 
also appreciated as a reasonable one by the workers. 

It should be such as to avoid strikes as well as lock-outs and 
thus promoting harmonious relations between the employer and 
the employees. 

Minimum wages 

Workers must get a minimum wage under the system. More¬ 
over, the system should provide incentives for an efficient worker 
for arousing his interests further in the work. Thus, human factor 
should be given due prominence. 

Simple operation 

The wage system should be easy to understand and simple to 
operate. Complex calculations may arouse suspicion in the minds 
of illiterate labourers. 
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Flexibility 

Flexibility in the system of wage payment is an essential factor 
to be considered so that the system may be changed suitably when¬ 
ever required. 

The method of wage payment differs from firm to firm and 
industry to industry depending upon the nature of work and circum¬ 
stances prevailing within the firm or industry. The pros and cons 
and field of application of the various methods of remuneration are 
considered below— 

Time wage system 

The system under which the payment is made to the workers 
according to the time for which they work is known as Time-wage 
System. The time-rate is fixed beforehand and workers are remu¬ 
nerated for the hours of work done by them. For example, an 
employee has to work for 8 hours daily in a factory, and the rate 
per hour fixed by the management is R$. 2 ; the total remuneration 
per day shall be Rs. 8x2--=Rs. 16. The payment can be made 
according to the rate per hour, day, week, fortnight or month. 
1 'here is a guarantee given to the worker that he will get a fixed 
minimum for a specified period of time. Since the method depends 
on time worked, no account is taken of the quality and quantity of 
work done. The straight time-wage system, though is a very old 
system, holds its own even today. 

This method is suitable in the following cases : 

(») Where strict supervision is possible ; • 

(it) Where quality of output has a greater role to play than 
quantity ; 

(in) Where it is not possible to measure the work done ; 

(iv) Where production passes through different operations and 
delays and disturbances can not be avoided. 

Thus, the time-basis of making wage payment is best suited 
to those industries where efficiency of a worker does not have an 
important role to play in the speed of production. It is best suited 
for remunerating indirect labourers like cleaners, night watchman, 
inspectors etc. 

Advantages 

(1) Simplicity. The labour as well as employer can easily 
understand this system, and amount of wages to be paid can be 
calculated without any tedious mathematical calculation. 

(2) Stability in uxtges and sense of security to workers. Wages are 
not related to the quantity and quality of the work done. Monthly, 
daily or hourly rates are fixed ana labourers are assured of a certain 
amount of wages to be received after definite period. In case work 
is interrupted due to failure of power or technical defect in 
machine, the labourers need not worry. Thus, they feel a sense of 
security also. 
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(3) Quality production. Since wages are fixed the worker is 
not hasty and he uses best of his talents to make a quality pro¬ 
duction. Thus, quality is not sacrificed for quantity. 

(4) Unity in labour. No hard line of distinction is drawn 
between an efficient and in-efficient worker on the basis of pro¬ 
duction. This promotes a feeling of unity among the workers. That 
is why most of the trade unions favour this system of wage payment. 

(5) Economy. This method is economical also. Detailed 
records regarding the work done by the labour are not required. 
This results in economy of administrative overheads Moreover, tlie 
workers do not try to be hasty in doing their work. This means that 
they use material and plants very carefully to produce goods of the 
highest quality. Care in the use of materia! and plants effects 
considerable economy. 

Disadvantages 

(1) No distinction is made between efficient and inefficient 
workers. They are treated alike and thus there is no inducement for 
hard work. 


(2) The workers become lazy and dull and try to avoid work, 
and thus production suffers. 

(3) “Soldiering” is the common practice followed by workers 
when the time-wage system is followed in a firm. The workers try 
to make the work last as long as possible so that earnings may be 
greater. Thus, labour cost per unit is increased. 

(4) There is a discontentment among the efficient workers for 
their efforts are not properly rewarded. Moreover, the system may 
also lead to employer-employee trouble since the interests of the 
two conflict. Employer is interested in maximum production while 
the workers are interested in maximum earnings. 

F.W. Taylor has rightly remarked—‘‘This method of wage 
payment leaves a bad moral influence on the labour because all 
workers receive the same wages.” 

(5) Idle time is considerably increased. Mr. F.W. Taylor has 
also stated. “The waste of time is increased when a group of 
labourers is employed on the identical work at the identical wage.” 


(6) A close supervision is needed. Appointment of additional 
supervisors increases cost of manufacture. 

^ Piece wage system 

l'he payment under this system is made according to the work 
done, no regard being had to time taken in performing the work. 
The rate is fixed per unit of output, per article, per commodity etc. 
The worker is paid for the total units produced or manufactured. 
For example, the rate per unit is Rs. 10 and the worker completes 
10 units in a week, his week’s wages shall be 10xl0 = Rs. 100 It 
may be expressed in the form of the following formula : 


Total earnings=Rate per unit X Units completed. 
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This system tak<~ into account the quantity of work done. The 
rate per unit must be fixed bearing in mind the factors such as 
physical labour required, the normal time which a worker would 
take in completing one unit etc. Piece-wage system may be for 
ir^iv^uaTworkers or for a group of workers. 

Individual piece work 

When the wages are paid to each worker according to the rate 
per unit of output or rate for each job or operation performed, the 
piece-work system is known as individual piece-work system. 

c —'"Group piece-work 

Group or collective piece-work system is that where the 
workers are paid remuneration on a group basis because they per¬ 
form a particular job or operation after making collective effort. 
The workmen of a particular group can, afterwards, divide the 
earnings in any proportion. The basis of distribution is generally 
their basic time earnings (Hrs. spent on the operation X Hourly basic 
rate of wages.) 

L-—''""Advantage s 

(1) The system recognises the merit and efficiency ol workers 
and, therefore, can be regarded as more equitable than the time- 
wage system. 

(2) The workers are induced to work hard with the result that 
production is enhanced. This reduces the fixed overhead expenses 
per unit and, finally the total cost of production. 

(3) The total labour cost per unit or job is accurately ascer¬ 
tained if this system is employed. 

(4) The workers too are benefitted since wages arc increased. 
They can finish the work in less time and in the time saved they 
can make additional earnings. 

(5) Improvement in the methods of production takes place 
because the workers take care to remove the deficiency of material 
and plant. 


(1) Since the workers are paid for the quantity of units pro¬ 
duced irrespective of the time they have spent, they take no precau¬ 
tion to improve the quality of products. Sometimes, in a hurry to 
finish the job earlier, they deteriorate the quality of the goods. 

(2) Occasionally, the employees handle the tools and equip¬ 
ments very roughly and carelessely to achieve a high output, causing 
thereby losses to the firm or industry. 

(3) The workers suffer loss if due to certain reasons, they fail to 
work efficiently for a particular period. No guarantee is given for 
the day’s wages. 

(4) Speedy and excessive work, in a bid to earn more, proves 
injurious to the health of workers. 
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(5) There may be dissatisfaction among workers who work 
slowly and gradually. They may resent against the increased earn¬ 
ings of their fellow-workers. 

(6) When the workers start doing the work more efficiently 
and the wages start rising up and up, the employers have a tendency 
to exploit workers. 

(7) Fixing the equitable piece rate is a task of considerable 
difficulty. 

The system requires a vigorous system of inspection of the 
quality of the output. A strict vigilance should be kept to see that 
the workers make a proper use of materials given to them, handle 
the machines properly. The system is normally followed in coal¬ 
mining, textile industries, shoe factories etc. Where the work is of 
a repetitive nature and the change in the conditions of jobs is not 
frequent, the system is best suited. 

Illustration 23 

In an assembly shdp of a Motor Cycle Factory 4 workers A, B, 
C and D work together as a team and are paid on group piece rate. 
They also work individually on day rate jobs. In a 44 hour week 
the following hours have been spent by A, B, C, and D on group 
piece-work viz., A —40 hours, B —40 hours. C— 30 hours and D —20 
hours. The balance of the time has been booked by each worker 
on day work jobs. Their hourly rates are— 

A 50 P. 

B 75 P. 

C . Re. 1 
D Re. 1 

The group piece rate is Re. 1 per unit and the team has pro¬ 
duced 150 units. Calculate the gross weekly earnings of each 
workman taking into consideration that each individual is entitled 
to a Dearness Allowance of Rs. 20 per week. 

Solution 

The group piece earnings will be distributed among the diffe¬ 
rent workers in proportion to their basic time earnings for the time 
taken by each. 

Basic time earnings of the four workers are as follows :— 

A 40 hrs. x 50 P. = Rs. 20 
B 40 hrs. x 75 p. — Rs. 30 
C 30 hrs.x Re. 1 Rs. 30 
D 20 hrs. x Re. 1 = Rs. 20 
The ratio comes to 2 : 3 : 3 : 2 
The total group piece wages arc Rs. 150 
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The total earnings of each worker for the week will, therefore, 
be as follows : 


Workers 

Piece 

work 

Day work 

Dearness 

Allowance 

Total 


Rs. 

Rs. 

Rs. 

Rs. 

A 

30 

(4 hrs.x 50 P.)= 2 

20 

52 

B 

45 

(4 hrs. x 75 P.)= 3 

20 

68 

C 

45 

(14 hrs.x Re. 1)=14 

20 

79 

D 

30 

(24 hrs. x Re. 1)=24 

20 

74 

Total 

Rs. 15C 

43 

80 

273 


Balance of debt system 


According to this system, the worker is paid on the basis of 
rate per unit of output but if on some occasions, the earnings by 
piece rate fall short of the earnings by time rate, the worker is paid 
according to the time rate. In future this extra payment to him can 
be recovered if his piece-rate earnings exceed the time-rate earnings. 
This makes the operation of piece wage system effective. It helps 
a worker to earn money even when he finishes the work in a longer 
duration due to certain unavoidable reasons. Thus, in times of 
need, he can get enough wages and later on, the recoupment in times 
of his extra earnings will not be felt by him. 

' 'Incentive plans 

To remove the defects of both time wage and piece-wage systems, 
incentive plans are used. Under these plans, the advantages of time 
and piece wage systems are combined, and incentives are provided 
to workers to work hard. The characteristics of these plans are as 
follows : 

(i) Minimum wages are guaranteed to all workers ; 

(ii) Incentives by way of bonus etc. are given to efficient 
workers for the time saved ; 

(m) A standard time is fixed and the worker is to perform the 
given w'ork within the standard time. The standard time 
is set after making time studies for the performance of a 
specific job. T 

The incentive plan is a compromise between the two extre- 
meties—on the one hand, if workers are paid according to time, 
they gain nothing if time is saved and, on the other . hand if they 
are paid on the basis of piece rate, employers get nothing if the 
time is saved. Under incentive plans, the employer as well as 
the workmen share the benefit of time saved, and both labour and 
overhead costs are reduced. 

Incentive and Bonus Plans are suitable for the industries where 
overhead charges are more and expert time and motion studies can 
be undertaken. However, these systems involve complicated scienti¬ 
fic studies and arithmetical calculations. 
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The Incentive plan should be selected according to the nature 
of work and other circumstances. It should secure the goodwill of 
management as well as the labour otherwise it cannot work success¬ 
fully. The important plans have been discussed below : 

Halsey (and Halsey-Weir) premium plan 

It is a simple combination of time-speed basis of payment. 
The features of the plan are : 

(a) Worker is paid at an hourly rate for the time for which he 
has worked. 

(b) A standard time is determined and if a worker finishes a 
job before the time fixed, he is paid a bonus for the time saved, be¬ 
sides the wages for the actual time spent by him on the job. 

(c) The amount of bonus is 50% of the time saved in case of 
Halsey Plan and 30% in case of Halsey-Weir plan and is allowed at 
the same hourly rate at which he shall be paid lor actual time 
worked. 

Thus, his total emoluments are the aggregate of guaranteed 
hourly wages for actual time worked plus the amount of bonus. It 
can be expressed by way of a formula : 

Total Earnings=T x R + [S — T) X R X 50% (or 30%) 

Where T stands for Time Taken 

R „ „ Hourly Rate 

S „ „ Standard Time 

Tlius, total earnings are = Time taken X Hourly Rate 

plus 

Time saved X Rate X 50°/ c (or 30%) 


Example : 

Standard time fixed = 20 hours 
Time taken =16 hours 

Hourly Rate =Rs. 2 per hour. 

The total earnings or the worker under Halsey Plan shall be 
computed as follows : , r o oo 

Minimum wage=Time takenxHourly rate=16xRs. 2-Rs. 32. 

Amount of Bonus=Time Saved X Rate X 50/o 

= (Standard Time—Actual Time) XRate X50 iO 
= (20-l6)x2xi=4x2xi = Rs. 4. 

Total Earnings = Rs.32-*-Rs.4 = Rs.36. 


Calculations involved are 


Advantages : 

(1) The system is easy to operate, 

not very complicated. . , 

(2) Both the employer and the employees are benefited 
this plan as the profit of time saved 
them. 


is divided between 


by 
both of 
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Disadvantages : 

(1) It is a difficult task to determine a standard time. Fixation 
of standard time on the basis of performance of the most efticien 
worker shall be of no u<e since all the workers shall finish the w°« 
beyond the standard time. Proper time and motion studies sliouia 
be carried out and there should be scientific determination ol 
standard time. Past performances of the workers should guide tne 
management in the task of setting up of standards. 

(2) The workers object to this scheme because they do not get 
tbe full profit of the lime^savcd. But this objection is not tenable 
since the time saved muy also be due to the co operation of the 


management. 

(3) Workers may perform certain jobs with a high speed to 
earn bonus and may soldier on other jobs to take rest, lor they are 
guaranteed wages for the actual lime taken. Thus, the manager lent 
is at the mercy of labour regarding the speed of production work; 

_ ^ Rowan plan 

^^Rowan plan differs from the Halsey plan regarding calcula¬ 
tion of bonus. It is a modified form of the Halsey System. The 
workers get wages at an hourly rate for the actual time spent on 
the job under this plan also. Besides the guaranteed minimum 
wages, they get a bonus if the task is finished before the determined 
standard time as is the case with Halsey plan. Under this plan 
bonus is that proportion of wages of actual time taken whicii the 
time saved bears to the standard time in place ol 50% or so in the 
case of Halsey plan. 

The amount of bonus can bo expressed thus : 


Time Saved 
Standard Time 
Total Earnings=Time 


- xTime Taken X Hourly Rate 

•• 

Taken X Hourly Rate-f Bonus. 


Example : 

Standard Timt=20 hours 
. Time Taken =16 hours 
Hourly rate ~ =Rs. 2 per hour. 

Bonus = xl6x2 = -^-xlGx2 = Rs.640 

Total Earnings= 1GXRs. 2+Rs- 6.40 = Rs. 38.40. 

The merits and demerits of Halsey plan are applicable in case 
of Rowan plan also. Besides those, the other disadvantages of Rowan 
plan are. as follows : 

(1) The calculations are not simple and hence the workers 
sometime fail to understand the computations. 

(2) Under certain circumstances, a very efficient worker and 
comparatively not so efficient worker earn the same amount of 
bonus. This is because.after every decrease in the time taken beyond 
50% of the standard time, the amount of bonus goes on decreasing 
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Example : 

Taking the figures as given in the previous example except 
that the time taken is 4 hours only, the amount of bonus shall be 

(20^4^ x 4 X Rs. 2 = Rs. 6'40. 

20 

Thus, we see that inspite of the fact that a worker has finished 
the job ofily in 4 hours, his bonus is the same as that of a worker 
who does the work in 16 hours. 

It leads us to conclude that the workers shall not exert their 
labour so as to finish the work in less than 50% of the standard 
time. 

Comparison of the two planst^'' 

If a worker finishes the work in half of the time allotted to 
him, the amount of bonus as well as total earnings shall be the same 
under both the plans—Rowan and Halsey (assuming the bonus at 
50% under Halsey plan). The reward for the increase in effort is 
not to that extent under Rowan plan as it is under Halsey plan. If 
the time taken is more than the time saved the worker is benefit ted 
under Rowan plan but as the time taken decreases and the time 
saved increases to more than the time taken, the worker is better 
remunerated under Halsey plan. (The student can himself see it by 
calculating the bonus and total earnings under both the plans with 
the help of different examples.) 

The hour-to-hour or 100% bonus plan • 

Under this plan, 100% of the time saved is paid to worker as 
bonus. It is different from piece-rate system because here the stan¬ 
dard time per unit of output is fixed rather than a standard rate per 
unit of output. The formula for calculating the earnings can be 
expressed thus : 

Total Earnings=Time taken X Hourly Rate-f- 

Time Saved X Hourly Rate 

Example : 

Standard time per piece =1 hour 
No. of pieces completed = l0 
Actual time taken =6 hours 

Hourly Rate =Rs. 2 per hour 

Earnings’—6 X Rs. 2 + (10—6)xRs. 2 
= Rs 12+Rs. 8=Rs. 20. 

If a worker completes only 5 pieces, then also he shall get the 
wages for 6 hours of work at the rate of Rs. 2 per hour. Thus, in 
fact it is a piece work system combined with a minimum wage at 
the time-rate system. The total pay is exactly the same as under 

piece-rate system if the worker attains the standard speed t.e. he 

starts completing one piece in one hour. 

This system is considered most suitable from the point of view 
of equity and justice. From the costing point of view, the unit cost 
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shall be constant, once the standard speed is attained by a worker. 
The system differs from Halsey plan since here bonusis p a id atl OU^o 
of time saved instead of 50% (or 30% Halsey-Weir Plan) of time 
saved under Halsey plan. > 

r t^aylor’s differential piece-system 

F.YV. Taylor introduced a scheme for wage payment by which 
the goal of maximum output may be achieved. The basis suggested 
by Taylor, is that low piece rate should be paid for low production 
and high piece rate should be paid for high production. According 
to Taylor, a standard time is fixed and the worker who finishes the 
allotted work before the standard time should be paid at a higher 
rate and the worker who cannot complete the task within the stan- 
dard time should be remunerated at a lower rate. This standard 
should be set up very accurately with the help of time and motion 
studies because it is the demarcating line for higher and lower rates 
of wages. Thus, two piece-rates are fixed, one for those who per¬ 
form the standard task in standard time (may be termed as efficient 
workers! and the other for those who perform less than the standard 
task in the standard time (may be termed as inefficient workers). 

Usually rates are 175% and 83 % of the piece work rate for 
efficient and inefficient workers respectively. 


Example : 

Standard production 10 units per hour 

Working hours in a day 8 

Worker A produces 70 units 

Worker B produces 100 units 

Hourly rate for less than the standard production is 
Rs. 2 per unit. 

Hourly rate for standard and more than the standard 
production is Rs. 3 per unit. 

The standard production in 8 hours should be 80 units. 
Worker A, who produces 70 units i.e., below standard shall get wages 
@ Rs. 2 per unit i.e. Rs. 140 and worker B, who produces 100 units 
shall be getting 100 x Rs. 3 i.e. Rs. 300, because he produces more 
than the standard output. 

Thus, this system provides a great incentive to workers to cross 
the standard line and the slow workers always try to achieve greater 
proficiency. However, the day wages are not guaranteed to workers 
under this system. The system is beneficial to workers as well as 
employers, since the workers get wages at an increased rate accord¬ 
ing to units produced and the employers get increased output at 
lower cost of production. 

The system is disadvantageous since its application is difficult 
besides not assuring any minimum wage. The limit set in is not 
justified because if a worker just fails to reach the standard output, 
the low iate of wages shall be given to him while if he just crosses 
the limit, higher rate of wages shall be payable to him. Besides that, 
there is a' great difference of amount in the high and low rates. The 
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large variation in the earnings of workers is a source oi conflict 
among them. Moreover, employer-employee relations may also be 
•trained, if the standard is put at a very high level. 


Merrick multiple piece rate 

Under this system, all the essentials of Taylor’s Differential 
Piece Rate are present except the fact that there are several ditteren- 
tials or say 3 graded piece rates instead of only one differential t.e., 
2 piece rales The defect of the Taylor’s system in regard to a 
Sudden change in the rate of wages is removed by this system to 
Some extent. Three categories of workers are there—beginners, 
imverage workers and first-class men—under this system . 

The rates usually applied arc as under : 

Efficiency Piece rate applicable 

(а) Opto 83% Ordinary piece rate 

<b) 83% to 100% 110% of ordinary piece rate 

(б) over 100% 120% of ordinary piece rate 


Example : 

Standard task 10 units per hour. 

The worker who produces less than 10 units per-hour can be 
.paid, say, at the rate of Rs 2 per unit : another who produces, say, 
10 to 12 units per hour may be paid at the rate of Rs. 2.50 per unit 
.and the third one who produces more than 12 units may be remu¬ 
nerated at the rate of Rs. 3 per unit. 


Emerson's efficiency plan 

This scheme combines minimum day wages and the differen¬ 
tial rate. Emerson, one of Taylor’s associates, founded this scheme. 
Under this plan, a standard task for a unit of time or standard time 
for a job is set up first, and then the level of workers, efficiency is 
determined on that basis. If a worker can finish the task in the 
allotted time, he is regarded as 100% efficient. There are two other 
levels—one of 66$% efficiency and another of 150% efficiency. The 
bonus is paid to a worker at a nominal rate if he just attains the 
level of 66|% efficiency. The bonus increases in a given ratio as the 
output increases from 66$% of standard output and beyond the 
'evel of 100% efficiency. 

Different rates are applicable at different levels of efficiency. 
Emerson used 32 differentials so that each and every worker tries to 
work harder at every stage and earns more and more by increased 
bonus rate. The increase in rate is gradual and thus the transition 
is effected from day rate to piece-rate, as and when, there is better 
performance of workers. The workers who cannot attain 66$% 
level of efficiency are paid at time rate. Beyond that, the graded 
scale of bonus starts and at 80% efficiency, the- amount of bonus 
is 4% ; at 90% level of efficiency, the rate of bonus is 10%, and at 
100 % efficiency.it increases to 20% of the wages earned. If the 
.worker is more than 100°;, efficient, he will receive wages for the 
Time taken plus 20% of wages so earned and plus wages for time 
saved. 
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Example : 

Standard output 1,000 units a day. 

1 Worker produce* 600 units 

II Worker produces 800 units 

III Worker produces 1.000 units 

IV Worker produces 1,200 units 

First worker works at 60% efficiency and hence he will get 
wages at time rate, second worker works at 80% efficiency, hence 
he would be paid daily wages according to time rate plus 4% bonus; 
the third worker is at 100% level of efficiency, therefore he will be 
remunerated according to time rate for hours worked plus a bonus 
at 20% shall be paid to him. The fourth worker's efficiency is 120%. 
His remuneration will be the day wage plus 40% as bonus (20% for 
time saved and 20% for bonus). 

Gantt task and bonus system 

This system also involves establishment of standards after 
carrying out proper time and motion studies. Workers who com¬ 
plete their task in the standard time, are termed as 100 % efficient. 
They get wages for the time taken plus bonus at a fixed percentage 
of the wages earned. Workers who complete their job in less than 
the standard time get wages for the standard time plus bonus at a 
fixed percentage of wages earned. Bonus is generally 20% of time 
wages earned. Slow workers are paid guaranteed wages for the day. 
Mr. Gantt has remarked—“If a man follows his instructions, and 
accomplishes all the work laid out for him as constituting his proper 
task for the day, he is paid a definite bonus in addition to the day 
rate which he always gets. If, however, at the end of the day, he 
has failed to accomplish all of the work laid out, he does not get 
his bonus,but simply his day rate." The demerit of this plan is 
that workers are divided into two categories—one who get the bonus 
and the other who do not. 

Example : 

Standard Rate Rs. 2 per hour. 

Standard hours for the job 10 hours. 

Bonus is 20% of standard time. 

I worker completes the work in 12 hours. 

11 worker completes the work in 10 hours. 

III worker completes the work in 8 hours. 

First worker shall receive the wages for the work for 12 hours 
at the rate of Rs. 2 per hour i.e. Rs. 24. Second worker shall get 
the wages for 10 hours at the rate of Rs. 2 per hour i.e. Rs. 20 plus 
20% of 10 hours i.e. for 2 hours @ 2 or Rs. 4, thus in aggregate 
24. We can say that he sh3Il be remunerated for 12 hours. The 
third worker who does the work in 8 hours shall receive the wages 
for 10 hours as it is the standard time set for the job plus 20% of 
!0 hours. Thus, his remuneration shall be lOxRs. 2 + 2xRs. 2 
i.e. Rs. 20+Rs. 4 = Rs. 24. Thus, with the reduction of time spent 
on the job, the earnings per hour increase and hence, the total 
♦ arnings per day go on increasing. Therefore, this system is also 
named as “Progressive Rate” system. Thus, it is “a system of time- 
rate for sub-standard workers and piece-rate for standard and above 
standard workers. 
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Bedeaux or points schema 

In this system, a point or, Bedeaux abbreviated as a “B” is 
defined as the work which a man should be able to perform in one 
minute. The standard work per minute is set after careful time 
and motion studies. A task or operation can be expressed in a 
number of “Bs” depending upon the nature of the job. The standard 
“B” makes allowance for the normal rest and fatigue also. Thus 
the "B" which is to be done in one minute is normal task which 
can be performed by normal workers. The standard time of 
different jobs is calculated beforehand and is expressed in terms ot 
“Bs*. Thus if standard time for a job is 10 hours, under this plan 
it would be expressed as 600 “Bs.’* The standard ‘Bs’ of various 
jobs done by a worker in a week are calculated and compared with 
the actual time. If the actual time exceeds the standard time, the 
worker gets wages for actual time worked. Thus, the system 
guarantees time wages to workers. If the standard “Bs” exceed 
the actual time, the difference is divided by 60 to give hours saved. 
The wages for such time saved are divided between worker and 
the foreman in the ratio of 3 : 1. This is done on the basis that 
good performance of the worker is also due partly on account of 
the co-operation given to him by the foreman. Now there is a 
tendency to give the entire bonus for the time saved to worker, 
since the sharing by the foreman was very much resented by the 
workers. 

The number of “Bs” or points earned by a worker are put 
on the notice board daily so that the worker can know the wages 
earned by him and can make efforts to earn more points to achieve 
the standard. This acts as an incentive for higher production in the 
factory. 

Hayne's plan 

Under this plan also, the standard is set in minutes. The 
standard time for the job is expressed in the standard man-minutes 
called as “MAINTS” under the plan. If the work is of a repetitive 
nature, the time saved is shared between the worker and the foerman 
in the ratio of 5 : 1. If the work is non-repetitive, the worker, the 
employer and the foreman share the value of time saved in the 
ratio 5:4: 1. The worker is paid according to hourly rate for 
the time spent by him on the job. Thus the time wages are assured 
to the worker. 

Barth scheme 

The formula for calculating the remuneration is as follows 
under this scheme : 

Earnings = Hourly Rate X y /Standard Hours X Hours worked 

Example : 

Hourly Rate Rs. 2. 

Standard Time 6 hours. 

Time Taken 8 hours. 

Earnings=Rs. 2 xaAx8=Rs. 2x 6 03 
= Rs. 13*86 approx. 
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The scheme is entirely different from the other schemes and 
applied for the workers who are new to the industry and he 
work. After they are trained and they become well-vers«l wrth 
the work, some other scheme is adopted m place of Barth scheme^ 
The scheme shall be unsuitab'e for more and more efficient workers 
as the rate of increase of bonus is very slow. It cannot provtde 
incentives to workers in cases when efficiency exceeds 1UO/ 0 . 

Accelerating premium bonus plan 

Under this plan bonus is paid to workers at an increased rate 
according to more and more time saved, instead of as a fixed per¬ 
centage under Halsey Plan and as a decreasing percentage under 
Rowan Plan. This provides a great inducement to workers to 
achieve the goal of higher production. 

Priestman's production bonus plan 

Under this plan the standard output is determined before hand 
which has to be achieved, say, in a week by the workers as a group 
in a factory. The standard output can be set in terms of units, or 
points. If the workers produce more than the standard output, , the 
bonus is paid to them according to the proportion of increase in 
output. This is a co-operative production bonus plan since all the 
workers jointly make efforts to attain the standards. 


Example : 

Workers engaged in a factory^ 100 

Standard output«400 units in a week. 

Actual output*=500 units. 

In addition to the basic wages, the workers shall receive a 
bonus for the increase of output by 100 units. The proportion of 
increase is 25% of the standard and hence, all the workers shall get 
a bonus of 25% on their wages. 


Bonus system for indirect workers 

Some progressive concerns have designed systems of rewarding 
even indirect workers by setting up norms for the results ofi their 
efforts. They are based either on the own efforts of the indirect 
workers or—the output of allied group of direct workers. For 
example, in the former case a maintenance foreman may be reward¬ 
ed for the timelyr completion of the maintenance programme,;, a 
sweeper may be rewarded on the basis of the floor area cleaned by 
him etc. In the latter case the indirect workers may also be granted 
some incentive bonus if the workers of the departments to which 
they render service become entitled to bonus. This may be justified 
on the ground that they have also helped the direct workers in 
completing or achieving their targets. However, the former method 
should be preferred to the latter because that links bonus with the 
own efforts of the worker. 

Individual and group bonus schemes 

Incentive schemes, to reward the workers for their efficiency 
and to motivate them to perform above average level of activity, 
may be either on individual basis or group or gang basis. In. those 
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cases where the work of individual workers can be measured against • 
the standards set, it would be certainly better to pay incentives on 
the basis of relative efficiency of each worker. This will be a great 
moral boost to the worker since he knows'that his reward has a 
direct link with his own performance. However, the scheme should 
be well defined and clearly understood by the worker. 

In those cases where the output of individuals cannot be 
measured separately, group bonus schemes are used. In case of such 
a scheme, the.group as a whole gets a reward for performance. I he 
scheme has the following advantages : 

(i) Team spirit develops among the workers since each worker 
knows that his or her reward depends on the performance of the 
group as a whole. 

fn) There is a healthy competition between different groups 
doing the same job. This results in more production but less costs. 

(tit) The supervisors and operators also, feci interested in the 
scheme since they, will also be rewarded for the performance of their 

group. 

(iv) It involves less accounting and costing work. 

Group incentive schemes sometimes do not. work effectively 
because of some workers being lazy and inefficient. Other workers 
also become lazy in due course since they resent sharing of fruits 
of their hard work bv other inefficient workers. Moreover induction 
of new workers in the existing groups 'become difficult on account 
of opposition by existing workers. 

Profit sharing and labour co-partnership 
The profit sharing schemes of remuneration are gaining much 
popularity these days. In addition to the wages which the workers 
usually receive, a share is given to the workers in the profits of the 
firm. This enables the workers to work with greater interest and 
enthusiasm in the factory because there is a relation between their 
yvork and higher production leading to higher profits to the manage¬ 
ment, which in turn shall bring a greater share to them as additional 
remuneration. Workers these days also put their claim for a scheme 
of profit sharing as they are conscious of the fact that On account 
of their efforts, the production is increased and the reward of in¬ 
creased output goes entirely to the pockets of management.. 

Workers* share in the net profits of the firm can be calculated 
on any of the following basis :— 

(i) A fixed percentage, say, 1 % of yearly net profits of the 
firm, may be allowed to workers employed in the factory at the end 
of the accounting year. Interest ori capital and the transfer to general 
and other reserves can be provided out of net profits before applying 
this percentage. 

(it) The profits earned by the .factory may be calculated 
department-wise and the workers working in a particular depart¬ 
ment may be given a fixed percentage share in the profits earned b y 
that department. 
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profit may be allowed to workers on th.s bas.s. 

Workers- share in profits may be dealt with in any of 

following ways :— , . _ 

(») It may be distributed in cash to the workers 

and to credit a part to theprovidcnt iund,account , 

The workers mav be given bonus shares for the- profits 

representation of the employees in the company as they!» ,h ™ 
in the profits, capital and control of business m which- they are 

employed. 

Advantages 


The advantages of profit sharing schemes are : 

(») increase in production due to more efforts of workers ; 

(»i) low labour turnover ; 

(in) higher morals of the workers resulting in less empioyer- 
employec conflicts ; . 

(iv) greater care in use of tools and equipments ; 

(v) better team-work and greater co-operation ; 

(tn) better efficiency ; and >Y 

{vii) a general increase in welfare of society as a whole. 

• Limitations : - 

(i) Profits are not only the results of the efforts of workers but 
they ako depend on so many other factors like favourable market 
conditions, monopoly in the market etc. Therefore, the employers 
relent to such schemes. 

. (it) It is very difficult to determine the share of workers out 
of profits. The basis to be adopted is always a matter of dispute 
between the employer and the employees. 

(iii) There is no direct relationship between effort and reward. 
The payment is made on a group basis and hence individual effi¬ 
ciency is not rewarded. ' 

(tv) Usually, there is a time-lag between the efforts of labour 
and the profits earned by the business. Employees put in their 
labour during the whole year and .they get a share only after the end 
of the accounting year when the profits are ascertained. Thus the 
remoteness makes the scheme unimpressive 



154 


COST ACCOUNT!NO 


(®) Profit-sharing plans are fair weather plans because the 
profits are quite uncertain. In the event of losses, the workmen shall 
be great losers. Moreover, in the case of high profits, the employers 
may withdraw the scheme. 

We have examined above the pros and cons of the various 
methods of remunerating labour and we can conclude that the best 
methods of remuneration is one which is takes care of the following 
three conditions : 


(i) A minimum wage is guaranteed to all workers ; 

(it) Efficient workers are given incentives in the form of 
bonus so that they can work harder and produce more ; 

, .(•**) A share in the profits of the firm is given to workers in 

addmon to the bonus to efficient workers and minimum wages to 
all the employees. The best form of profit sharing is naturallv the 
labour co-partnership wherein the workers get a share in profits, 
capital and control of the business. 

. Treatment of profit given to workers under profit 
Sharing scheme in cost accounts. 


Strictly speaking profit sharing will mean appropriation of 
pront and therefore such amount should be excluded from cost 
accounts. However, in India, the scheme of profit sharing may 
mean payment of statutory bonus to workers (under the Payment of 
Bonus Act). In such a case it can be dealt in three ways in cost 
accounts. 1 


( a ) The minimum bonus payable to the indirect workers under 
the Payment of Bonus Act, may be treated as an item of overhead. 
However, the extra amount given in excess of the statutory minimum 
^ luded from cost accounts because this is an appropriation of 

The statutory minimum bonus payable to direct workers may 
be taken as a direct charge by suitably inflating the wage rate. Any 
amount in excess of the minimum bonus to direct workers may be 
taken as a production overhead. 

( b) The amount of minimum statutory bonus payable next 
year may be estimated in advance and the amount payable to direct 
workers may be charged as a direct charge by inflating the wage 
rate. The rest of the amount (i.e. payable to indirect workers) may 
be taken as overhead. The difference between the amount actually 
paid and estimated amount be adjusted into overheads. However 
bonus over and above the minimum bonus be excluded from cost 
accounts in respect of all direct as well as indirect workers. 

(c) The whole amount of bonus may be taken as overhead 

Method (6) is considered to be most appropriate. 

Accounting for labour 

The labour costs as recorded in the wages sheet are analysed 
in the wages abstract. Columns may be provided in the wages abs¬ 
tract for wages to be charged as factory administration and selling 
and distribution overheads. The total wages paid are charged to 
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ing labour have been explained in chapter 1U. 

Illustration 24 . 

A worker under the Halsey method of remunerationhasaday 
rate of Rs 12 per week of 48 hours, plus a cost of living bonus of 1 
paise°perhour^worked. He is given an 8 hours task to perform 
which he accomplishes in 6 hours. lie is allowed 30 /<, of the time 
Taved as premium bonus. What would be his total hourly rate of 
earnings, and what difference would it make if he was paid under 
the Rowan method ? 

Solution 

Standard times 8 hours 
Time Taken 6 hours 
Standard Wages : 

Day rate Rs. 12 for 48 hours or 25 P. per hour. 

Cost of living bonus 10 P. per hour worked 
Premium Bonus 30% of time saved. 

Un der Halsey Method : 

Wages for 6 hours @ 25 P. per hour 
Cost of living bonus for 6 hours @ 10 P. Per hour 
Bonus : (Time saved x Rale x 30%) = 2 x 25 P. x 30% 

Earnings for 6 hours 

Hourly Rate is. therefore. 37 5 P. 

Under Rowan Plan : 

Wages for 6 hours @ 25 P. per hour 
Cost of living bonus for 6 hours @ 10 P. per hour 

Bonus : Standard Thnc * TimC ' akcn * Ra,C 

- 8" X «>‘25P. 

Earnings for 6 hours 


Rs. 

1 50 
060 
015 

Rs. 2 25 


Rs. 

1*50 

060 


0 37 


Rs. 2 47 


Hourly Rate is thercfore^41*!7 P. 

Illustration 25 

Standard time allotted for a job is 20 hours and the rate per 
hour is Re. 1 plus a dearness allowance @ 30 paise per hour worked. 

The actual time taken by a worker is 15 hours. Calculate the 
earnings under —(%) Time wage system ; (i») Piece-wage system : 
(m) Halsey plan ; {iv) Rowan scheme. 

Solution 
Time-wage system : 


Basic wages for 15 hours @ Re. 1 per hour 
Dearness allowance for 15 hours @ 30 P. per hour 


Rs. 

15 00 
4 50 


Rs. 19-50 
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Piece-wage system : 


Basic wages for 20 hours @ Re. 1 per hour 

Dearness Allowance for 15 hours (a) 30 P. per hour 

Rs. 

20 00 
4 50 


Rs. 24*50 

Halsey Plan: 


Basic wages for 15 hours ((7’ Re. 1 per hour 

Dearness Allowance for 15 hours (& 30 P. per hour 
Bonus : (50% of time saved x hourly rate) 

( = 50% of 5 hours x Rc. 1) 

Rs. 

1500 

4*50 

2 50 


Rs. 22 00 

Rowan Plan : 


Basic wages for 15 hours (id. Rc. 1 per hour 

Dearness Allowance for 15 hours @ 30 P. 

D. nnf , Time-Saved _. 

US * Standard time * Time taken x Rate 

Rs. 
15.00 
4 50 

15 x Re. 1 

3*75 


Rs. 23*25 

Earnings per hour worked 



Time 

Piece 

i 

Halsey 

Rowan 

Rs. 19 50/15 hrs. 
Rs. 1 30 

Rs. 24 50/15 hrs. 
=Rs. 1-63 

Rs. 22/15 hrs. 
«=Rs. 1*47 

Rs. 23*25/15 hrs. 
“Rs. 1 55 


Illustration 26 


a factory, the number of bonus hours bears the same ratio 
to the number of hours saved as the time actually taken bears to tht 
standard time. 

If the standard time is 50 hours and the time actually taken 
!s hours, calculate the amount of bonus hours. 

With the amount of standard time as above, what is the maxi¬ 
mum amount of bonus hours that may be earned ? 

Solution 

Ratio of time actually taken to standard time —^- = 

Number of hours saved = 50—40= 10 . 

Therefore bonus hours are : 4/5 of 10 i.e. 8 hours. . 

This is the case of Rowan Plan where the maximum number of 
bonus hours shall be limited to 25% of the standard time under all 
circumstances. At such a stage the time taken and time saved shall 
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be equal and the proportion of time taken to standard time shall 
be 1/2. On this basis the number of hours saved will be 25. 1 he 
bonus hours, therefore, will be : 

=*1/2x23=12-5. 

Illustration 27 

In a factory bonus to workmen is paid according to the Rowan 
system. The standard lime for a job i> MO hours and the hourly rate 
of wages is Rs. 2. 

The prime cost of a job performed by one worker is Rs. 350 
and that by another is Rs. 337 50. The cost of materials in each 
case is Rs. 200. 

Calculate the amount of time taken by each worker to com¬ 
plete the job. 

Solution 

(») Let x be the number of hours taken by the first worker to 
complete the job. 

According to Rowan Plan, the earnings shall be— 

( lime Hourly \ , / Time saved Time HourlyX 

Taken X Rate ) Vbtandard Time ^ Taken ^ Rate / 

= 2*4- X XTX2 = Rs. 150 i.c. (Rs. 350—Rs. 200) 


or 

2 * + 40 ” ,J ° 

or 

80x4-M0* - *-* = 6,000 

or 

* 2 — 160* 4-6.000 * 0 

or 

(*—60)(*—100)=0 


* = 60 or 100 

* cannot be 100, therefore, the time taken by first worker is 
60 hours. 

(it) Similarly, for the second worker earnings shall be : 

= 2x + xxx 2 —Rs 137 50 i.c. (R>. 337 30— R*. 200) 


or 

or 

or 

or 

As 


2*4- 


80*— r 2 


137 50 


40 

160*—*- = 5,500 ; 

* 2 —160*4-5.500=0 

. (*— 50)(*—1 10) = 0 : * shall be 50 or 1 10. 

* caanot be 110, the time taken bv second worker is 


50 hours. 

Illustration 28 


In an engineering works the standard time for a job is 16 houcs 
and the basic wage is one rupee per hour. A bonus scheme is 
instituted so that the worker is tc receive his normal rate for huut> 
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actually worked and for half the hours saved. Materials for the job 
cost Rs. 20 and the factory overhead is charged on a basis of Rs. 2 
per labour hour. 

Calculate wages and effective rate of earnings per hour if the 
job is completed (a) in 12 hours and (6) in 14 hours. 

Also ascertain factory cost of the job on the same basis. 

Solution 


Job completed in 
12 hrs. 14 hrs. 


Wages at basic rate (Rs. 1 p.h.) for hours worked 
Bonus at basic rate for half the hours saved—2 hours 
and 1 hour respectively 


Wages earned 


Effective rate per hour worked 


Materials 

Labour 


Factory overhead at Rs. 2 per labour hour 


Prime Cost 


Rs. 

Rs. 

*2 00 

1400 

2 00 

100 

1400 

15 00 

1*167 

1 071 

OST 


Job completed in . 

12 hrs. 

14 hrs. 

Rs. 

Rs. 

20 

20 

14 

15 

34 

35 

24 

28 

Rs. 58 

Rs. 63 


Illustration 29 

Calculate the total earnings and the rate earned per hour of 
three workmen under the Halsey and Rowan plans, the bonus under 
Halsey plan being 50% of the time saved. 

Standard Time—20 hours ; Hourly rate of wages—Rs. 2 • 
Actual time taken—16 hrs. ; 10 hrs. ; 8 hrs. 


Solution 

(i) Time taken—16 hours. 

Wages under Halsey Plan : H.R. xT.T.-J-50% of T S. xR 
= Rs. 2x16+50% X (20—16) xRs. 2 
=32+4 = Rs. 36. 


Wages under Rowan Plan : H.R. xT.l + XT.T. x R 

S.T. 

4 


= Rs. 2x 16 


20 


X 16 x Rs. 2 


= 32+6 40 = Rs. 38 40 
(it) Time taken—10 hours 
Halsey Plan : 10 X 2+50% x (20—10) x 2 

=20+l0 = R s . 30. 





DIRECT LABOUR AND DIRECT EXPENSES 


159 


Rowan Plan : 10x2+—Xl0x2 

= 20+l0=Rs. 30. 

(m) Time Taken—8 hours. 

Halsey Plan : 8 X 2+50% X (20-8) X 2 

= 16+ 12 = Rs. 28. 

12 

Rowan Plan : 8x2+x8x2 

= 16+9‘60=Rs. 25 60 


Rale Earned Per Hour 


Time taken 

Wages under 
Halsey Plan 

Rate earned 
per hour 

Wages under 
Rowan Plan 

Rate earned 
per hour 


Rs. 

Rs. 

Rs. 

Rs. 

16 hours 

36 

225 

38-40 

2-40 

10 hours 

30 

300 

30 00 

300 

8 hours 

28 

3*50 

25 60 

320 


Illustration 30 


A productive department in which a particular product is 
machined, consists of the following personnel : X—who is a work¬ 
ing foreman and is expected to be 50% productive. He is paid 
Rs. 100 per week, and is not paid for overtime. He works 10 hours 
a week overtime. 


Machine Operators 

A 

B 

C 

Wages per 60-hour week 

Rs. 120 

126 

100 

Overtime hours per week 

• 10 

Labourer 

F 

10 

12 

Workers 

G 

Wages per 60-hour week 

Rs. 90 


60 

Overtime hours per week 

10 


8 


D 

135 

8 


E 

114 

10 

ainin 

H 

75 

6 


The labourer's work is only 75% productive and the work of 
those under training is fully productive. 

You are required to determine a direct labour cost per pro¬ 
ductive hour in the department. Show the treatment of workers 
under training in the labour cost and the cost per annum of: 

(o) sick pay ; (6) holiday pay ; (c) n^naltv of overtime 

Additional details are : 


(i) There are 365 davs in a year and the workers get holidays 
for 52 Sundays. 

(*«) Besides these regular holidays, every employee receives 
18 public holidays, 15 days recreational leave and is entitled to 
10 days sick leave each year. 

(Hi) Normal working hours are 60 per week. 
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(tv) A general non-productive allowance of one hour per day 
is allowed to each employee for tea breaks, personal time etc. 

(q) All overtime is paid for at ordinary hourly rates plus 50% 
penally. 

(vi) It is reckoned that the productive efficiency of a worker 
under training is equivalent to 50% of the trained worker. 

Solution : 


Number of working weeks in a year. 



Total days 


365 

Less: Sundays 

52 


Public holidays 

18 


Recreational leaves 

15 


Sick leaves 

10 

95 


Working Days 270 


Number of working weeks in a year=270/6=45. 

LABOUR COST SUMMARY 


T- 

Wages per week 

Hours 

Name 

■ 

Overtime 

_i 

Total 

Labour 

Total 

Productive 

(allowing 


m 

Hours 

Ordinary 

rate 

Rs. 

Penalty 

rate 

Rs. 

cost at 
ord.rate 

Rs. 

1 hr. daily 
for tea- 
breaks 
etc.) 

X 

100 

10 

— 

— 

100 

70 

32 

A 

120 

10 

20 

1000 

140 

70 

64 

B 

126 

10 

21 

10 50 

147 

70 

64. 

C 

100 

12 

20 

1000 

120 

72 

66 

D 

135 

8 

18 

9 00 

153 

68 

62 

E 

114 

10 

19 

9 50 

133 

70 

64 

F 

90 

10 

15 

7 50 

105 

70 

48 

G 

60 

8 

8 

4 00 

68 

68 

31 

H 

75 

6 

7 50 

375 

82 50 

66 

30 

Total 
per week 

B 


o 

64 25 

1,048 50 

624 

461 
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Km. 

Total labour cost at ordinary rate (as above) 1,048*50 

Less : Non-productive Labour cost : 

X-Rs. 50 ; F-Rs. 26 25 (t\e. 25% of Rs. 105) 76 25 

Net Productive labour cost per wee* 971 25 

Net productive labour cost per annum 

(45 weeks) Rs. 43706 25 

Productive Hours per annum . 

(45 weeks X 461 hours) = 20,745 

Direct Labour Cost per productive Hour : 

43706 25 ^ , 

•2 0,743 =Rs 2 11 approx. 

Cost per annum of— 

(a) Sick Pay X 100 hrs. ) Rs, 1,533 33 

(b) Holiday Pay( g*' h ^ 0 - X330 hrs. j Rs. 5,060 00 

(c) Penalty Overtime (Rs. 64 25x45 weeks) Rs. 2,891*25 

Note. The wages payable to workers under training have 
benn taken as fully productive. It is presumed that they are spending 
50% of their time in learning and another 50% in working on jobs 
to which they are attached. Their weekly wages are also, therefore, 
/ n order to recover the training costs, the productive hours 
m their case have been reduced to 50%, so that wages payable to 
them for the training period may be recovered directly by charging 
at an inflated rate. 

Illustration 31 

The normal working week in a factory is of 44 hours. A 
worker is paid 50 paise an hour, overtime is 1J times the hourly rate 
bonus °f 25 paise for every 100 articles produced in excess of 
per week. Calculate his wages for the week from the follow¬ 
ing particulars taken from his Time and Job Card : 


Day 

In 

Out 

In 

. Out 

Output 

Friday 

...800 

1200 

1 00 

5-30 

950 

Saturday 

...800 

11*30 

— 

— 

545 

Monday 

...830 

1200 

100 

8 00 

1,106 

Tuesday 

...800 

1200 

100 

600 

1.052 

Wednesday 

..800 

1200 

100 

6-30 

1,002 

Thursday 

...800 

1200 

100 

7-00 

1,112 
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Solution 

TOTAL TIME PUT BY THE WORKER IN THB WEEK 


Da> 

Hours Worked 

Output 

In 

(in hrs. 
Out 

' Actual 

In 

(in hrs 
Out 

) 

Actual 

Total 

Friday 

800 

12.00 

400 

1 uu 

5 30 

4-30 

8-30 

950 

Saturday 

800 

11-30 

3-30 

• • • 

• • • 

• •• 

3-30 

545 

Monday 

8-30 

1200 

330 

100 

800 

700 

10 30 

1,106 

Tuesday 

800 

1200 

400 

100 

600 

500 

900 

1,052 

Wednesday 

800 

1200 

400 

100 

6 30 

5 30 

9 30 

1,002 

Thursday 

800 

1200 

400 

1 00 

700 

600 

1000 

1,112 

Total 



23 00 



2800 

51 00 

5,767 



Wages for the week 



Rs. 

44 hours @ 50 paise an hour 

22 00 

Overtime : 7 hours @ 75 paise an hour 


(one and a half tirnea) 

5-25 

Bonus for: 


success output of 767 articles @ 25 paise for 


every 100 articles 

1-92 ^ 

Total wages 

Ra.29 17 


Illustration 32 

In a unit, 10 men work as a group. When the production of 
the group exceeds the standard output of 200 pieces per hour, each 
n|.n U paid an incentive for the excess production in addition to his 
wages at. hourly rates. The incentive is at half the percentage, the 
excess production over standard bears to the standard production. 

man is paid an incentive at the rate of this percentage of a 
wage rate of Rs. 2 per hoar. There is no relation between the in- 
dividual workman’s hourly rate and the bonus rate. 

In a week, the hours worked are 500 and the total production 
is 1,20,000 pieces. 

(o) Compute the tot*, amount of bonus for the week. 

to) Calculate the total earnings of two workers A and B of the 
group : 

A worked 44 hours and his basic rate per hour was Rs. 2’20. 

B worked 48 hours and his basic rate per hour was Rs. 1*90. 
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Solution 

(a) Computation of bonus 

Actual production during the week 

Standard production during the week 
(200 pieces per hour) 

Production in excess oi standard 


1, 20,000 pieces 

1,00,. O pieces 

20,000 pieces 


<M 


Excess production percentage 

iSS- xioo = 20% 

Boau” l rate=Vo%^of^R^ ^=Re. O'20 p« hour. 0 . 20 

Total amount of bonus for the week —500 hrs. @ 
per hour = Rs. 100. 

Total earnings of workers A and B of the group o 
the week 


Worker A : 

44 hours @2*20 hour 

Bonus 44 hours @ 0 20 per hour 


Rs. 

9680 

8'80 


Rs. 10560 


Worker B : 

48 hours @ Rs. 1*90 per hour 
Bonus 48 hours @ 0 20 per hour 


91*20 
9 60 


Rs. 10080 


Illustration 33 

From the following particulars 
cost sheet per man-day of 8 hours : 

(а) Basic salary 

(б) Dearness allowance 


(c) Leave salary 

(d) Employer’s contribution 
to Provident Fund 


given below, prepare the labour 
Rs. 2 per day. 

25 Paise for every point over 
100, Cost of Living Index for 
working Class—Current Cost 
of Living Index 700 points. 

10% of (a) and (6). 

8% of (a), (b) and (c). 


(e) Employer’s contribution 
to State Insurance 
</) Expenditure on ameni¬ 
ties to labour 


2 5% of (a), (6) and (c). 

Rs. 20 per head per mensem 
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{g) Number of working days 

in a month ... 25 days of C hours each. 

Solution 

STATEMENT SHOWING LABOUR COST PER MAN-DAY 

OF 8 HOURS 


9 

Particulars 

Rate 

Period. 

Amount 
per month 
(25 days) 

Rate per 
man-day 
of 8 hrs. 

(a) Basic salary 

25 days @ Rs. 2 

Rs. 

50 00 

Rs. 

200 

(b) Dearness Allowance 

600 x Rc. 0 25 

150 00 

600 

(c) Leave salary 

10% of Rs. 200 

20 00 

0 80 

(</) Employer's contribution to 

8% of Rs. 220 

17 GO 

070 

(*) Employer’s contribution to 
State Insurance 

2 5% Ol Rs. 220 

5 50 

0 22 

( /) Expenditure on amenities 

Rs. 20 per head 

_ 

2000 

080 

^otal labour cost^per man 

— 
26J 10 j 

1^52 

____—--- 


DIRECT EXPENSES 


The third element of cost, after materials and labour is direct or 
chargeable expenses. These an. expenses which can be conveniently 
allocated directly to a cost unit. T hey include— 

(а) Cost of hiring special machinery or plant, 

(б) Cost of special moulds, designs and patterns. 

(c) Experimental costs and expenditure on model and pilot 
schemes. 

(d ) Fees paid to architects, surveyors, and othci consultants. 

(e) Cost of transport and conveyance to the site of the job or 
operation. 

(/ ) Inw ard carriage and freight chaiges on special materials. 

( g) Cost of patents and royalties. 

(&) Cost of defective work, e g., where several trial castings are 
necessary before an appropriate one is obtained. The cost 
of such castings shall be taken as a direct expense. 

An important characterise of a direct expense is that its 
utility is finished in a single production of a single work order. In 
case the utility of an expense can be extended to.a number of work 
orders, it will be considered as an indirect expense. 

Accounting entries for clirct! expenses have been explained in 

Chapter 10. 
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QUESTIONS 

THEORETICAL 

1 . Describe briefly (i) Direct and indirect labour, ( 11 ) Normal and ahnor 
mal idle time of labour, and ( 111 ) Fixed and variable expenses and state how you 
wi II deal with each one of them in the cost accounts of a manufacturing concern. 

(B. Com. Delhi, 1964 , 1969 ) 

2. Define productive and unproductive time in relation to costing and 
indicate the methods by which productive time can be allocated in cost account* 

( C.A. Inter May, 197 ’ 

3. Discuss the various methods of recording time. 

(C.A. Inter., Mqy 197 

4. What are the merits and demerits of time rate and piece rate systen 

of wage payment ? State the situations in which each system is effective ar 
useful. (C.A. Inlet 

5. (i) What do vou understand by “labour turnover’* ? How is it measu 
cd ? Discuss its significance. 

(//) Under what circumstances would vou treat payment for overtirr 
work as (a) direct cost, (b) indirect cost. (B. Com. Delhi, 197^, 

6 . (a) What do you understand by the term “Labour Turnover*’ ? Dis¬ 

cuss its importance in industry to-day. 

(b) What are its possible effects on production costs of an industrial 
unit manufacturing a specialised product ? 

(C.A. Final, Nov., 1974) 

7. (a) What do you understand by the term “wages abstract’* ? 

(6) In a jobing factory the productive labour hours are booked to the 
Jobs cost centre-wise. Draw up proforma of a wages abstract for 
a cost centre. 

(c) What is the relationship between the hours booked to the iobs 
and the attendance hours for which wages are paid ? 

(l.C.W.A, Inter) 

8 . “Piece basis of wages is often advocated for controlling Idle time. But 
this system of wages payment may give rise to losses much larger than those due 
to Idle time.’’ 


(a) Discuss the “losses’* hinted at with reference to control of 
labour cost and absorption of overheads. 

(b) Indicate a system of wage payment which will induce workers 

to avoid idle time and at the same time .make it unprofitable 
for them to over-speed giving illustration* (C.A. Final) 

9. Discuss the advantages and disadvantages of the following methods of 
remunerating labour :— 

(1) On time basis. 

(2) Piece work method. (C.A. Final • 

10. Describe briefly (giving examples where necessarv* : — 

(i) The Taylor’s Differential Piece-woric System for payment ol 
wages. 

(it) The Rowan’s Premium Bonus system. 

Also indicate conditions under which one will be preferable as to the 
° ,hcr ’ iC.A. Final 

... »• In a mass P rod uction factory workmen are paid on the day rate oasis 

with the result that the foremen of different shops are unable to control expen¬ 
diture over direct labour on jobs passing through their shops. As a remedial 
measure introduction of the straight individual piece work rate in lieu of the dav 
rate has been suggested. 


0 . pfecuss fully, (i) the preliminary steps required to be taken for fixation of 
the straight individual piece work r»»e in this factory ; and (u) the advantages 
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and disadvantages consequent on the proposed change over in the method of 
remuneration. ( B. Com. Punjab 1978) 

12. (a) Describe the treatment of payments to labour for overtime work 
and in respect of Holiday with Pay* in cost accounts. 

( b ) Distinguish between. “Taylor’s Differential Piece rate" and 
“Emerson’s Efficiency Plan” svstem of incentive wage payments. 

(fl. Com. Delhi 1978 ) 

13. Write a note on Pay roll accounting. ( B. Com. Delhi 1977) 

14. What are the reasons for booking workers on idle time in a factory ? 
How is idle time controlled and treated in cost accounts ? 

(C.A. Inter., May, 1978) 

15. Discuss individual bonus system, group bonus system and bonus 

system for indirect workers. (C.A. Inter. Nov., 1977) 

16. Discuss the relative merits of paying bonus to an individual worker 
according to his efficiency and simile payment to a ‘gang’ or ‘group’ of workers. 

(C.A. Inter, May, 1976) 

17. Describe in detail a system of payment of wages in a large factory, 
showing safeguards you would employ against frauds or thefts. 

( B. Com. Rohtak, April, 1976) 

18 Explain the fundamental difference between :— 

(a) Straight piece work. 

\b) Differential piece work. 

(c) Rowan system of premium bonus. In wh at circumstances would 
you recommend the use of each of the three system' 7 

(l.C.W.A. Inter. May 1977) 

19. (a) What are the objectives of “Incentive Plans of Wage Payment" ? 
Explain briefly the conditions necessary for their success. 

(6) How are the payments to workers in respect of idle time and 
6 et-up time treated in cost accounting ? ( B. Com. ( Hons .) Delhi 1975) 

20. What is a Wages Abstract ? Illustrate your answer with a proforma 
giving assumed data. 

21. Distinguish between Systems of Wage Payments known as “Taylor’s 
Differential Piece-Rate" and Emerson’s “Efficiency System". 

(C.A. Final Nov., '68 ; Diploma in Cost Accountancy Raj. Uni. '69) 

22. What do you understand by 'Idle Time* ? Distinguish between 
'Normal* and ‘Abnormal’ idle time. How would you deal with each one of them 
cost accounts 7 Give suitable example to clarify your answer. (B. Com. Raj) 

23 (a) Explain what is ment by the Non-monetary Incentive Schemes. 

( b ) What is meant by Idle Time and Overtime Wages 7 How are they 
treated in Cost Accounting 7 

(Diploma in Cost Accountancy, 1969, Raj. Uni.) 

24. What do you understand by Time and Motion Study 7 In what ways 
it is connected with remuneration of labour 7 

(l.C.W.A. Inter., July, 1965) 

25. State the types of fraud that have to be prevented in the procedure 
for computing the earnings, preparing the pay roll and disbursement of wages and 
the steps that should be taken to prevent such frauds from being committed. 

( l.C.W.A. Inter.) 

26. What is labour turnover 7 How will you measure it 7 What are its 

causes and its effects on labour costs 7 What conclusions would you draw if the 
labour turnover is abnormally low. (l.C.W.A, Inter, Dec. 1977) 

27 . What do you understand by labour turnover 7 Enumerate the causes 
of such labour turnover and indicate some steps which may reduce labour turn¬ 
over. (£. Com. Poona, 1969) 

28. How is labour turnover measured 7 Why is high labour turnover a 
matter of serious concern to management 7 ( B. Com. Delhi, 1971) 
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29. What arc ^lWJ) 

times and how do they differ from each otner (C .A. Inter, Nov., 197S) 

advantages of each. 

PRACTICAL i . _ fiaSiy vva'tes s n d 6 hours 

30. A worker Ukc, 9 ho^,o Jobon da.ly J£g? * 

on a scheme of payment by resul . overheads are recovered at 150% ot 
.Te'roul 85* oSWtbe f-.ory cc« of the product under : 

(а) Piece Work Plan 

(б) Rowan Plan. 

(e) Heltey Pl»n. (a) R.. 20175 (6) IUt 19 (e) R*. VOfl 

[Hint. Sl.nd.rd .ta« ® h«. Wage. will be p.id for ...ndard time u»d« 

31. DuSjfi^welkTApril 1977., tbe working “ 

gross wages according to: . 

(a) Piece work with a guaranteed weekly wage. 
lb) Rowan premium bonus, and 

(C) Kelsey premium bonus 50% to workmen. ^ ^ /977 ) 

[Ane. (a) Rs. 240 ( b) Rs. 230 40 (c) Rs. 21d] 

32. Production sections of a factory working on “ i^wVrkert'e” 

be,0W! Job No. Time allowed Time taken 

1. 25 hours 

2. 30 hours 

Idle time (waiting) . 

Calculate the gross wages he has earned for the week. .. 

[AOS’. R*. 99 99) 

33. From the undermentioned information, work out the total 
payable and the rate earned per hour, by three workmen under }J\° 
mium Bonus System ; the Bonus being calculared at 50% of the time saved . 

Standard time for given operation : 10 hours. 

Hourly rate of wages : Re. 1 

Actual time taken : B-8 hours ; C—6 hours ; D 5 hours. 

[Ans. Rate earned per hour—R«. 1*12, 1*33. 1 30] 

34. From the following data, prepare a statement showing the cost per 

day of 8 hour, of engaging a particular type of labour : 

(o) Monthly salary (basic plus dearness 
allowance) — 

(b) Leave salary—payable to the workman— 

(c) . Employer’s contribution to Provident 

Fund — 


20 hours 
20 hours 
8 hours 


Rs. 200 

5 per cent of salar> 


(d) 


(e) 


Employer’s 

Insurance 


contribution to Sta 


Pro-rata 
to labour 


expenditure on amenities 


8 per cent of salary 
(items a and h\ 

2k per cent of salary 
(items a and b) 

Rs. 17-95 per head 
per month 
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System 


(f) No; of working hours in a month — 200 

(I.C.W.A. Inter.) 

[Ana. Amt. per month—Rs. 230 ; and rate per day of 8 hrs.—Rs. K).] 

35. Calculate the earnings of a worker under — 

(a) Rowan Premium Bonus System, (b) Halsey-Weir Premium Bo nus 
(40% to worker), from the following particulars 

Hourly rate of wages (guaranteed) Re. 0 75. 

Standard time for producing 1 dozen articles is 3 hours. 

Actual time taken by the worker to produce 2D doz;n articles is 
48 hours. 


(Ans. (a) Rs. 43-20 (6) Rs. 39 601 


36. There are two piece workers. Rakhal and Upendra. who are paid 
Rs. 5 for each piece work executed which costs Rs. 15 per piece in materials. 

In » working day of 8 hours, Rakhal can complete 4 pieces and Upendra 
only -3. If the overhead charges be Rs. 1*50 per hour show which of the two piece 
workers is more useful to the factory. 


In what circumstances would it be justifiable to employ even the less 
ifflcient worker ? (I.C.W.A. Inter) 

[Ans. Rakhal’s Cost of Production Rs. 23 per Unit 
Upendra ,, Rs. 24 ,.) 

(Upendra’s employment will be profitable only when his wage rate is less 
•han Rs. 4 per piece) • 


37. Two fitters, a labourer, and a boy, undertake a work on piece-work 
basis lor Rs. 600. 

The time spent by each of them is 220 ordinary working hours and the 
rates of pay are : for the two fitters 0 75 P. each per hour, for labourer 0 25 P. per 
hour and the boy 25 P. per hour. 

Ascertain the amount of the piece-work premium and show the amount 
of it which each worker will receive when it is divided proportionately to the 
time wages paid, and show in each case the percentage the premium bears to the 
wages payments at ordinary rates. 

To the amount paid for working up add cost of materials Rs. 1,200 
proportion of “oncost" R~. 450, of selling expenses Rs. 300. and for carriage 
charges Rs. 200, and give the total cost. 

To return the manufacturer 20% on the total cost at what price must be 
sell, and what will be the profit if profit at 20% is expected on the selling price ? 

(Ans. Selling price Rs. 3,300 ; Profit Rs. 687 50] 

38. The time cards of three workers A, B and C give the following 

details: 



A 

B 

Day of the 

(paid @ Rs. 2/- per day 

(paid @ Re. 1/- 

week 

of 8 hours) 

per day of 8 hours) 

Monday 

10$ hours 

8 hours 

Tuesday 

9$ hours 

8 hours 

Wednesday 

10 $ hours 

8 hours 

Thursday 

8 hours 

8 hours 

Friday 

10 $ hours 

8 hours 

Saturday 

— 

8 hours 

Total 

49 hours 

48 hours 


C 

(paid @ Rs. 3/- 
per day of 
8 hours) 

10 $ hours 
9$ hours 
10$ hours 
8 hours 
lOi hours 
8 hours 


57 hours 


Every worker is entitled to a deirness allovunce of Rs. 96/- per month. 
Sunday is a weekly holiday. Each worker has to work 8 hours on all week days 
and 4 hours on Saturday. The workers are however paid for full 8 hours work 
on Saturday. ' 
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Overtime wages are paid to workers a-ord.n^ •^‘^^^"on^ch 
Factories Act for hours worked in excess of comes to 192 in a month 

&lSK,1 SSftM "** out .h. 

wages payable to each worker. 

tA«. Basic wage rate per hour. ^ ^ g Re ^ Q Re 375 

Dearness Allowance rate per hour^ ^ ^ Wages ^ ^ 40 - 50 . 

B Rs. 23. C Rs. 54-75] 

39. The standard time taken to complcie a product is 12 hours at 25 P. 
per hour. 

Time wages arc allowed to workers taking more than the time allowed, 
But workers who complete the job in standard time or less receive a straight 
piece-work rate plus 10% bonus, 12 hours at Re. 0 275. 

Calculate the wages earned by A, B. C andID who complete the job in 
15. 12. 10 and 8 hours respectively. What will be their effective hourly rate . 

If the overhead rate chargeable to production is Re. 0 50 per hour, what 
w*ll be the “Cost of Conversion” (Labour and overhead) per piece produced by 
each worker ? fc 

t Aos. Effective Hourly Rate Rc. 0 25. 0 275, 0 33, 0*4125 

Cost of Conversion Rs. 11 25. 9 30. 8 30. 7 30) 

40 On the baaia of the following information, calculate the earning, 
of A, B. C and D under Merrick Differential Piece Rate-system. 

Standard production per hour 12 Unite 

Normal rate per hour Rc - tr<, ° 

A Produced Units 

B Produced 96 Units 

C Produced ‘ 84 Units 

D Produced 100 Units 

(B. Com. S. V. University , Tirupati AprU . 1990) 
(Ana. A Rs. 38 40. B Rs. 63 36, C Ra. 55 44, D Ra. 72 00) 


41 . Bharat Machine Works paid Rs. 4 per day of 8 hours to its workers in 
the assembly shop and those who assembled more than 2 assemblies per u^y 
were paid at a piece work rate of Rs. 2.50 per assembly. Overhead rate per 
direct labour hour in this shop was Rs. 4 per labour hour and will remain so 
even if output is increased to 4 assemblies per day of 8 hours. 

Management and workers agreed on a new svstem of payment of wage? 
on output basis so that a worker will get. 

(0 Rs. 2.50 per assembly completed in 4 hours. 

(it) Rs. 2.72 per assembly completed in H hours. 

(iff) Rs. 3.00 per assembly completed in 3 hours. 

(hr) Rs. 3.50 per assembly completed in 2k hours. 

Prepare a statement showing the advantage or disadvantage to the worker 
and the employer in each of the aboves cases as compared to the old system. 

( C.A . Final May 197J) 

(Ans. Gain in wages under new wage system (/) Rc 1. (/*) Re. -50 (lii) Rc. 
1*33 (iv) Rs. 3 20 Cost per unit is higher under new system. However, employer 
will eventually gain because the employee will try to produce as much as 3 20 
assemblies per day on account of sharp increase in his wages at that stage. 
Thus the cost per unit will be less.) 
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Overheads 

General 


Overhead costs are also termed as indirect or supplementary 

costs. These are costs which cannot be wholly debited directly 
to a particular job. They are neither direct material nor direct wages 
nor are they expenses of a direct nature and, therefore, they cannot 
enter the cost of manufacture direct. But they constitute an element 
of cost as they have been incurred for manufacturing a commodity 
or making it ready for sale. They may happen either inside or out¬ 
side the factory ; for eg. foreman’s salary is an overhead charge 
occurring within the factory while office supervisor’s salary is an 
overhead charge occurring outside the factory. 

CLASSIFICATION OF OVERHEADS 

Overheads, may be classified accoiding to their nature, variability, 
function and a number of other characteristics. The classification 
can be summarised as follows : 

According to nature 

(*) Indirect Material 
(ii) Indirect Labour 
(in) Indirect Expenses. 

Each of these terms has been explained in detail in Chapter 1. 

According to normality 

(t) Normal overheads 
(ii) Abnormal overheads 

Normal overheads refer to such overheads which are expected 
to be incurred in attaining a given output. These overheads are 
unavoidable. They are, therefore, included in production costs. 
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Abnorma! overheads refer to those over]^ «J“ e 

*om -Sting proht and 

loss account. 

According to controllability 

(i) Controllable overheads 
(it) Uncontrollable overheads. 

whileThe latter is an uncontrollable item so far as the departmental 
manager is concerned. 

According to variability 

Fixed overheads. These costs are not affected in monetary 
terms during a given period by a change in output But this w»U be 
true only when the change in output is not substantial. If the 
change in output is substantial they wi l also increase sind w 11 
remain constant after such an increase till a certain level of activity 
is reached. The examples of such costs are—rent and rates, 
insurance of buildings, plant and fittings, salaries etc. 

Variable overheads. These costs change in the same ratio 
in which the output changes. The examples of such costs are 
power, selling commission etc. 

Semi-variable overheads. These costs are partly fixed and 

partly variable. They do not change in the same ratio in which the 
output changes. The examples of such costs are—depreciation cost 
of repairs and maintenance etc. In case the iaC ' or y out P^ ^ 
doubled, the depreciation would not normally be doubled, n may 
increase by 50% only as the amount of depreciation depends upon 
(t) efflux of time and (it) wear and tear. That part of depreci¬ 
ation which is due to passage of time is fixed, while that part which 
is due to wear and tear is variable, and that is why depreciation ib a 
semi-variable expense. 

The distinction between fixed and variable overheads is 
advantageous from the following angles : 

1 Preparation of budget estimates. Distinction between 
fixed and variable overheads is to be maintained for estimation of 
costs at different levels of activity. Thus it helps in preparation of 
the flexible budgets. 

2. Effective cost control. If costs are to be controlled, it must 
be known which costs and by whom they can be controlled. Fixed 
overheads are ‘poliev costs* and are mostly uncontrollable. If any 
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•control is to be exercised, it can be clone only by the top manage¬ 
ment. Variable overheads can however, be controlled at lower 
•levels.- 

3. Decision making. Some important management decisions 
cannot be correctly taken unless a distinction is made between fixed 
and variable overheads. For example, decisions regarding fixation 
of price during d epression or for export or discontinuance of the least 
profitable product etc. require that clue note is taken of fixed and 
variable overheads separatelv. 

4. Preparation of break-even charts. The techniques of 
profit-volume relationship and break-even analysis require separa- 
tion ol fixed and variable overheads. This has been explained in 
detail m Chapter 16. 

5. Marginal costing. Separation of fixed and variable costs 
is the basic requirement ol marginal costing. This has also been 
dealt in Chapter 16. 

6. Method of absorption of cost. Different methods may 
oe loiiowed for charging fixed and variable overhead costs to pro¬ 
duction. These methods have been detailed in the next chapter. 

Illustration 34 


A factory incurred the following expenditure in 1978- 


Direct Materials 

Direct Wages 

Factory Overheads 

Fixed 

15,000 

Rs. 

50,000 

30,000 

Variable 

10,000 

25,000 

1.05,000 


In 1979 it is expected that— 

(а) There will be an increase in output on account of 50% 
more workers. 

(б) Efficiency will come down by 10% on account of employ¬ 
ment of new workers. 

(c) There will be increase of 20% in fixed overheads. 

(d) Cost of Direct Materials will come down by 5%. 

Variable overheads vary with number of workers employed. 
Draw up the budget for 1979. 
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Solution 


BUDGET FOR 1979 


17S 


Direct Materials 

Add— 35% due to increased output* 

TG 

50.000 

17,500 



Less —5% decline in price 

67,500 

3.375 


64,125 

Direct wages 

Add —50%*in crease 

30,000 

15.000 


45.000 

Factory Overheads -Fixed 

Add— 20% increase 

15,000 

3,000 

18,000 


Variable 

Add— 50% increase 

10,000 

5.000 

15.000 

33.000 

Total 



1,42,125 


•Output in 1979 100°,', 

Increased Labour 50°„ 


S50 

Less 10% decline in efficiency 15% 

135% 


Therefore there is a net increase of 35% in output. 

Illustration 35 


A manufacturing oiganisation produces arid markets three 


distinct products, A’. Y and Z. An analysis of the com per unit 
of production ol '\hioh is given below • 


Elements of Cost 

X 

Y 

Z 

Material 

20 

16 

12 

Labour 

14 

10 

6 

Overheads 

32 

24 

n. 

Total Cost 

66 

50 

44 

Margin 

24 

10 

6 

Selling Price 

90 

t>0 

50 

Percentage of profit on cos* 

27 5 

•0 

13 64 


On calling of further information, you see that fixed and 


variable overheads for tlie three products are as below : 


Product 


X 

r 

z 



Overheads 


Total 

Fixed 

Variable 


32 

16 

16 


24 

12 

12 


26 

16 

10 


—-« __ 
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The management decided to close down production of the least 
profitable of the three products so that they can concentrate on the 
remaining two products. The above analysis of cost is put up with 
a recommendation to discontinue the pioduct Z. 

Do you agree with the suggestion ? Proceed on the assump¬ 
tion that present output is 1000, 1500 and 2000 units of the products 
of X, Y and Z respectively and that there is a scope lor doubling the 
production of the remaining products if any one line is difcontinued. 

Solution 

In order to decide which product should be discontinued the 
profitability of each product should be seen. 

Fixed overheads of the manufacturing organisation are 
Rs. 66.000 as calculated below : 

R.. 

Product X (1.000x16) -16,000 

Product Y (1.500x12) -J8.000 

Product Z (2.000x 16) -= 32.000 

66.000 

(a) If product X is discontinued the profit of the organisation 
will be as under : 




Rs. 

Materials Y (3,000x 16) 

Z (4.000 x 12) 

Labour Y (3,000x 10) 

Z (4,000 x 6) 

Fixed Overheads for both Y and Z 
Variable Overheads Y (3,000 x 12) 

Z (4.000 x 10) 


48,000 

48,000 

30,000 

24,000 

66,000 

36,000 

40,000 

Total Cost of Production 

Sales*. Y (3.000*60) 

Z ‘4,000 x 50) 

1,80,000 

2,00,000 

2,92.000 

3,80,000 

Profit to be realised 


88,000 


(6) If product Y is discontinued, the profit of the organisation 
will be as under : 



Rs. 

Materials X (2,000x20) 

Z (4.000 x 12) 

Labour X (2,000x14) 

Z (4,000 x 6) 

Fixed overheads for both X and Z 

Variable overheads X (2,000 x 16) 

Z (4,000x10) 

40,000 

48,000 

28.000 

24.000 

66,000 

32,000 

40,000 

Total Cost of Production 

Sales X (2.000 x 90) = >•*>.“» 

Z (4,000 X 50) — 2,00,000 

2,78,000 

3,80,000 

Profit to be realised 

1,02,000 
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(c) If the production of f 
organisation will be as under . 


is 


discontinued the profit of the 


Materials X (2,000 x 20) 
y(3,000x 16) 

Labour X (2.000 x 14) 

r (3,ooo x io) 

Fixed overheads for both AT and Y 
Variable overheads X (2,000 x 16) 

Total Cost of Production 

?sa;» = 


1.80.000 

1.80.000 


Profit to be realised 


Rs. 

40,000 

48,000 

28.000 

30,000 

66,000 

32,000 

36.000 

2,80,000 

3,60,000 

80,000 


It is clear from the above facts that the most profitable course 
to adopt is to discontinue the production of product Y. I. therefore 
do not subscribe to the management s view for discontinuance of 

product Z. 

X^-^^^rding^oJunctliU)— 

--^"Factoryoverheads 

(»<) Administration overheads 
(tit) Selling and distribution overheads. 

It is to be noted that it is the same overhead though we classify 
it in different ways to suit our own purpose. For example, rent 
of the factory is an item of Factory overhead. It may also be 
classified as Fixed Overhead when the technique of marginal costing 
is used. Similarly while classifying overheads according to their 
nature it will be put as an item of indirect expense. 

The functional division of overheads is the conventional 
method of classifying overheads in order to ascertain the cost of 
each principal function with the ultimate objective of controlling 
costs and submission of income statements. In the following pages 
we are therefore, explaining in detail the classification and absorp¬ 
tion of overheads on this basis. 

FACTORY OVERHEADS 

These are costs which have been incurred in connection with 
production of a manufactured commodity before it has come out of 
the workshop. They are also termed as Factory oncost, Burden, 
Factory loading etc. They consist of: 

(o) Indirect Material 

(*) Cost of consumable stores such as cotton waste, lubri¬ 
cating oil, burshes for sweeping etc. 

(ii) Cost of stationery used in the works. 

(6) Indirect Labour : 

(*) Salary paid to the Works Manager and other principal 
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officers of the factory including fees payable to the 
directors devoting attention to factory problems. 

(n) Pay for holiday and sick leave. 

(iit) Salaries of storekeepers. 

(tv) Contribution to any social security schemes such as to 
the Employees’ State Insurance Corporation. 

(v) Contribution to provident fund'of factory employees. 

(v») Salary paid to the supervisory as well as clerical staff 
of the factory. 

(tn») Overtime wages. 

(vm) Wages for normal idle time if not directly charged. 

(c) Indirect Expenses : 

(») Rent of factory buildings and land. 

(is) Insurance of factory buildings, plant ar.d machinery 
and stocks of raw materials. 

{Hi) Municipal taxes in respect of factory buildings. 

(»v) Works’ canteen and welfare expenses. 

(t>) Experimental and research work ; designing for pro- 
duction and drawing office expenses. 

(tn) Power and fuel. 

(v».) Stores expenses including salaries of storekeepers and 
other expenses incurred in handling of stores. 

(vm) Cost of training new employees. 

(»x) Lighting and heating charges of the factory. 

(x) Carriage inward on materials purchased, if such carriao 
has not been included in the cost of materials. 

(xi) Works’telephone expenses. 

COMMENTS ON CERTAIN ITEMS OF FACTORY 

OVERHEADS 

Some items of factory overheads have been discussed below indivi¬ 
dually. 

Depreciation of plant and machinery 

Depreciation implies decrease in the value of an asset due to 
lapse of time, wear and tear and other contributory causes. In 
order to find out the exact cost of manufacture of an article the 
charge for depreciation must be brought into the cost accounts. It 
will be better to maintain a separate Plant and Machinery Register 
in order to secure a greater accuracy in calculating v the amount of 
depreciation and providing detailed particulars about each machine 
at one place. The register may have the ruling as given on the 
next page. 



OVERHEADS—GENERAL 


177 


PLANT REGISTER 

.. rtnfp nf Purchase.Estimated Life. 

Type of Machine.Mates ^.Cost Price... 

Machinery No...Estimated scrap value . 

Location. . 

Remarks. 


Rate of Depreciation. 






1/ 




Year endin 

.. 


Year ending.. 

ICBI . 



** 


Dale 

/> 

— 

3 

o 

fc- 

<2 

• 

• .5 
oj o 

.sss 

o to 

ct * 

c 

o 

<e 

O 

t 

1 

a 

<0 

Q 

«/> 

W 

i2 

3 

y 

*- 

£ 

O <3 

—o C 

Sc ? 

IS 5 
<2? 

c 

.o 

I 

I a 

4> 

Q 

e 

jo 

3 

y 

w- 

& 

|4 

<2s S 

“1 s 

to «• 
a «/> ^ 

<2! 

c 

o 

to 

§ 

I 



Rs. 

Rs. 



Rs. 

Rs. 


Rs. 

R6. 

Rs. 


•b/f 

3.000 

10,000 


•b/f 

7.000 

20,000 


•b/f 

11,000 

30.000 


Total 

c/f 

Rs. 

Rs. 


Total 

c/f 

Rs. 

Rs. 


Total 

c/f 

Rs. 

Rs. 



7,000 

20.000 



11.000 

30.000 



16,000 

40,000 


Total 

for 

Year 

Rs. 

Rs. 


Total 

for 

Year , 

Rs. 

Rs. 


Total 

for 

Year 

Rs. 

Rs. 



a non 

10 000 



4,000 

10,000 



5.000 

10,000 




J V |VW 


1 







Proper determination of the amount of depreciation to be 
charged to production is really necessary for-ascertains the true cost 
of a product. There are various methods of providing depreciation. 
Some of them have been discussed in the following pages. 

(a) Fixed instalment method. In case of this method a 
fixed amount by way of depreciation Is charged year after year. The 
amount of depreciation to be charged is determined by taking into 
consideration the original cost of the asset, its estimated . scrap value 
and its expected life. For example, if a machine purchased tor Ks. 
10,000, will have normal life of 10 years and realise Rs. 2 000 as 
scrap value, the annual charge for depreciation will be Rs. 800 
calculated on the basis of following formula 

Original C ost —Scrap value 
Depreciation = Normal Life of the Asset 

•The total expenditure at the end of each year will be carried forward to 
the next year. This enables in finding out the total expenditure incurred on th$ 
machine from the dale of its purchase to the present date. 
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It is to be noted that the normal risk of obsolescence of the 
asset should also be considered while calculating the amount of 
depreciation. For example, if in the above case it is expected that 
only after 8 years the machine will become obsolete the normal life 
should be taken as 8 years though it can be used for 10 years. 

(6) Machine hour rate method. This method is similar to 
the first method with the only difference that in case of this method 
the life of the asset is estimated in terms of hours. The total cost 
minus the estimated scrap value is divided by the number of hours 
and the hourly-rate of depreciation is obtained. If in the above 
example the total number of hours for all ten years are expected to 
be 15,000, the hourly rate of depreciation will be 

ft.ooo „ . 

=T3' uoo or 53 paise per hour - 

both these methods have the advantage of charging the same 
amount of depreciation year after year 1 . This is reasonable also 
because in terms of output the machine renders uniform service over 
its entire life. But, in order to avoid a heavier burden of repairs and 
maintenance during the latter years of plant’s life it will be useful 
to estimate the expected amount of repairs and maintenance for the 
whole life of the asset and then evenly distributing it over the esti¬ 
mated life of the asset. 

(c) Diminishing balance method. In case of this method 
depreciation is charged at fixed rate on the reducing balance (».e., 
cost less depreciation) every year. For example, if an asset is 
purchased for Rs. 1,000 and depreciation is charged @ 10 % p.a. on 
the diminishing balance, the depreciation for the first year will be 
10% on R** 1.000 * e -» R*- for lhe second year Rs. 90 (10% on 
Rs. 1,000—Rs. 100), for the third year Rs. 81 (10% on Rs. 900 —Rs. 
90) and so on. In case of this method the amount of depreciation will 
go on decreasing year after year. But this decrease will be compen¬ 
sated on account of increasing expenditure on repairs and main¬ 
tenance and thus the total amount of depreciation and repairs etc., 
will be roughly uniform from year to year. 

(d) Revaluation method. Under this method the amount of 
depreciation is calculated by comparing the value of the asset in 
the beginning of the year with the value of the asset at the end of 
the year. The valuation of the asset is done by a person having 
expert knowledge about the asset. The method is followed for 
charging depreciation in case of live stock or items of small values 
such as loose tools etc., where it is very difficult to maintain separate 
account for each item. 

In cost accounts the first two methods are most commonly used 
because of simplicity and convenience. Other methods such asannuity 
method, depreciation fund method etc., are not much used in cost 
accounts and, therefore, they have not been discussed here. They 
can be studied from any recognised book on financial accounting. 

t. Presuming that in case of machine hour rate method the machine 
will used for the same number of hours year after year. 
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It may happen some time that^the“ Ufefbut it still 

to nil by Charging depreciation dunn |'its either because 

continues to be quite serviceable. This m^y ^ ^ account of 

of excessive depreciation cha g theproblem is whether it will 

cellent maintenance. In suc . way „f depreciation if the 

be advisable to charge any a ^ ou " tyy r to charge a reasonable 
asset is used in production. It seems pro^ a case also because 

amount for depreciation m «*= shou ld affect the costing 

this is an abnormality, wh, ch in "° comparable. The amount of 
results otherwise they will , .. ^ay be transferred to the 

depreciation charged from p other abnormal profit 

ss? - *“*• for depreciat,o ° 

may It may also S happensornetimethat aslant might have, be 

discarded before it s expecte difference between the 

obsolete prematurely. In such a case account of its sale 

CHS tramferred » -*■« 

profit and loss account. 

Provision for obsolescence . alt< . 

should be included in the factory overheads. 

However, if the provision for obsolesence is only as a precau 
,ionary measure, it is simply an appropriation of profits and, there, 
fore, should be excluded from cost accounts. 

Cost of defective work 

Where defective work is incurred in connection with a specihc 

transferred to costing prof - and loss account. 

If in an operation tl.e number of defectives are normal the 

accoimt. wQrk due tQ bad workmanship or faulty material is 

1 nn lnnrrml loss In the former case it is recoverable as a 
als ° frnm the workmen who have been responsible for it while 
?nth- latter case the loss would be charged to the Inspection Depart- 
ment’and will not be considered as a cost of manufacture. 

Idla facilities 

The term facilities means plant, machines aud services. There 
fore idle facilities msaos idle plant, machines or services. 



180 


COST ACCOUNTING 


When a machine or plant remains idle, expenses such as 
• * ns V ranc ,f.’ rc . nt elc ;» continue to be incurred. The expenses incurred 
. during this time when the facilities remain idle is known as idl*• 
facilities cost. 

Where idle time of plant is attributable to unavoidable reasons 
such as methods of production requiring machines which cannot be 
fully employed, ( i.e ., reserve machines or machines used in a seasonal 
factory) the cost of idle facilities should be included in the woiks 

overheads. 

Where plants or machines are idle on account of trade depres¬ 
sion or want of work, the cost of idle facilities should be written off 
from the costing profit and loss account. 

Expenses on removal and erection of machinery 

Sy'ch expenses arc not a normal feature of working and, there¬ 
fore, cannot be treated as apart of cost of production of goods, 
ineseshould, therefore, be debited to costing profit and loss account. 
However, in financial accounts the treatment of such expenses is 
quite different. If such expenses are incurred because of shifting of 
factory under Government orders, they arc immediately written off’. 
Uut when the shifting is done to take advantage of the facilities of 
manufacture, the cost of shifting is adjusted as Dcfc.rtd Revenue 
Expenditure which is wn.ten off over the period over which the 
benefit lrom such expenditure is expected to arise. 

Experimental expenses 

Where experimental expenses have been incurred for the 
concern as a whole for e g. to find out new lines of manufacture 
the expenses should be added to works overheads. But where 
experimental expenses have been incurred only for a particular job 
or work order, they should be debited to that particular job or 
work order as a direct charge. 

Rent charge for factory buildings 

Factory rent is an item of works overheads. In those cases 
where factory buildings are owned by the business, a reasonable 
charge for rent should be made in cost accounts though no such 
charge is made in financial accounts. The charge for rent is desir¬ 
able to secure comparable cost of products in those cases where 
some factory buildings are owned and others are rented. 

Interest on capital 

There is a great deal of controversy about the treatment of 
interest on capital in cost accounts. Some regard it as an element 
of cost, while others contend that it should be excluded from cost. 
We are giving below arguments both for and against the inclusion 
of a charge for interest : 

For inclusion— 

(1) Interest is ns such a production cost as wages. Wages is 
the reward for lalour, interest is the reward for capital. True 
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profits cannot be calculated unless interest is taken into c °™dera; 

^^r^Wwhich hige^s , "giving 

ahle charge for his services he makes a profit ofKs. oUU. AS a 
matter of fact he has earned no profit because Rs 600 he could have 
earned otherwise also if he had continued his investments. Non- 
inclusion of interest as a charge will naturally give fallacious 
conclusions. 

(?) The comparison of operations, different processes etc. 
without due consideration of the interest factor may give 
conclusions. This is particularly, true in case of stocks held for 
maturing such as timber, whisky, beer etc. which cost more on 
account of rent and interest. 


Example 

A, a timber merchant purchases 1,000 eft. of timber @ Rs. 10 
per eft. and puts it into his godown for six months for seasoning. 
B another merchant purchases seasoned timber in the same quantity 
@ Rs. 10 50 per eft. Apparently it seems that A has purchased 
timber at cheap rates but if we take interest @ 12 /<> p.a. on the 
capital invested, the cost of timber to A comes to Rs. 10,600 while 
that to B only R>. 10,500. This is because A's capital has unneces¬ 
sarily been locked up for a period of six months. 

(3) The question whether hand labour should be replaced by 
installing expensive machinery cannot be correctly decided without 
taking the interest factor into consideration. 


Example 

.4, a factory owner proposes to replace 50 labourers getting 
each Rs. 100 per month by a machinery costing Rs. 2,50,000. The 
expenses of the machine are expected to be as follows :— 

Rs. 

5 workers @ Rs. 100 p.m. 500 

Fuel and Power 250 

Insurance 100 

Depreciation and Repairs 2,500 


Total Expenses 


Rs. 3.350 


Apparently the installation of machine will result in a saving 
of Rs. 1,650 (Rs. 5,000—Rs. 3,350) p.m. to the business. But this, 
will not be so if interest factor is taken into account. The monthly 
interest @ 12% p a. on the capital cost of the machine will be Rs. 
2.500 p.m. This means that there will be a loss of Rs. 850 p.m. 
(Rs. 2,500 —Rs. 1.650) on account of installation of the new 
machine. Hence it is not advisable to replace manual labour by 
machine. 

(4) Due consideration for interest on capital involved is very 
necessary when true cost of maintaining heavy stock is to be ascer¬ 
tained. 
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(5) The inclusion of interest is of particular importance where 
articles of different values are produced and capital invested in each 
case varies considerably. 

(6) Due consideration to the interest charge is absolutely neces¬ 
sary while quoting prices, otherwise prices quoted may be so low as 
to leave little margin for payment of interest on capital borrowed. 

Against inclusion— 

(1) Payment of interest is a matter of internal finance and is 
in no way connected with the cost of manufacture. The system of 
finance adopted by a businessman would depend upon the conveni¬ 
ence and economy of adoption. A firm may work entirely with the 
proprietor's capital or entirely with the borrowed funds or partly 
with one and partly with the other. In all these cases the cost of 
manufacture will be the same, only the balance of profit which the 
firm can retain wholly with itself will differ. 

Example 

A and B both possess Rs. 5,000. A starts a manufacturing 
business which absorbs whole of his Rs. 5,000, while B starts a simi¬ 
lar business wholly with borrowed capital of Rs. 5000 @ 9% p«a. 
He invests his private capital in securities yielding 9% p a. 

At the end of the first year both the businesses of A and B give 
similar amounts of profits of Rs. 2,000 before charging interest on 
capital. A will be in a position to retain the whole of the profit 
with himself but B will have to pay interest Rs. 450 to the lender. 
But he will be getting Rs. 450 as interest on investments and, 
therefore, his net earnings, other things being equal, is the same as 
that of A. 

(2) It is very difficult to determine the exact capital on which 
interest is to be allowed. Theoretically interest should be allowed 
on total capital employed in the business t.e., fixed as well as 
working. But correct ascertainment of working capital is very diffi¬ 
cult because it varies from day to day. This, therefore, requires 
maintenance of accurate records giving details of capital invested 
both fixed and working—in each department at least from month 
to month. 

(3) Determination of a fair rate of interest is yet another pro¬ 
blem. The rate of interest must be adjusted in view of the market 
fluctuations. This may make necessary making of numerous adjust¬ 
ments in cost accounts. Besides that rate of interest varies from 
person to person. One person may be in a position to borrow 
money at cheaper rates than the other because of friends willing to 
advance money to him at low rates etc. 

(4) Inclusion of interest on capital serves little purpose when 
turnover is rapid and the cost of each unit produced is small. 

(5) If interest is allowed on capital which is not borrowed, pro¬ 
duction cost will be inflated unnecessarily to that extent. This will 
mean overvaluation of stock and work-in-progress for balance sheet 
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purposes. However, this disadvantage can 
is created for unrealised profit on stock. 

Conclusion. After considering the tocl^n of 

against the inclusion of interest, it is , of expediency and 

interest is theoretically sound but on accounts. 

the business but should cover also interest on owned capital. 


Research costs 

According to the Institute of Cost and Management Accoun- 

research agency employed for the purpose. 

Research may be of any of the following types : 

(i) Buie research. It is done to investigate into. the 

possibilities of technological development and improving stock o 

basic knowledge in the know-how of technical proca - 1“ 

research is of a general nature and the costs involved ‘ re *“ 0 0 * 
recurring nature. It should therefore be charged as a production 
overhead. 

(«) Applied research. This is concerned with application 
of basic research knowledge for the introduction or improvement oi 
products, production methods and techniques The costs * n currea 
for the above purposes can be identified with specific products or 
processes and therefore they can be directly charged to 
products or processes. In case the costs are heavy, they may 
charged as a deferred revenue expenditure. In the event oi the pro¬ 
ject proving to be a failure, the balance of the costs not recovered 
may be charged to costing profit and loss account. 


Development costs 

According to I.C M.A. London, development cost is "the cost 
of the process which begins with the implementation of the decision 
to produce a new or improved product or to employ a new or 
improved method and ends with the commencement of formal 
production of that product or by that method. 

Development cost is therefore the expenditure incurred for 
putting the results of research on a practical commercial basis, it 
starts when the research ends. It is, as a matter of tact, the bridge 
between research and production. For example, if the research 
reveals that it is scientifically and technically feasible to manufacture 
a particular product according to a particular manufacturing 
process and of a particular design, trial production of that product 
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Will be made to test whether manufacturing of that product would 
be sound or not on a commercial basis. 

The development costs may be charged as specific product 
costs as a revenue expenditure of the period in which they have been 
incurred. In case they are quite heavy, they may be charged on 
tne basis of a deferred revenue expenditure over a period, genc- 
raljy not exceeding three years. In case the product is later on 
abandoned the balance not written off may be charged to costing 
pJofit and loss account. 5 


Royalties and patent fees 

If royalties and patent fees are to be paid on the basis of 
°utp ut i ie amounl s b°uld be regarded as a direct expense and 
charged to the product concerned. If they are to be paid on units 
sold, it will be proper to treat the amount as a selling expense. 

Maintenance and repairs 


, b, g lactones maintain their own Maimenance 

and Repairs Department. To ascertain the exact cost of each 
maintenance or repairs work, a series of Service Order Accounts 

ThH •n°t en ^ d w Ea J Cl1 - S r vicc ° rder wiil ,)e 8 iven a di ><mct number, 
and will be debited with all expenditure on materials, labour, or 

aknhA ireC i C J argeS f ? r repa,rs and maintenance. An addition will 
hicU M* de f ? T - W °/ ks and ° ffice ,ndirect expenses on a suitable 
in f.rr iCUSSed l u nex A l 11 cha P tcr )- The total will then be included 
in factory overheads All repairs will be undertaken with the 
previous sanction of the works manager. 

hr repair w ? r . k is b y an outside agency there will 

“ “‘ e r ll ; n,ng tl,e exact cost of repairs and the 
same will be included in factory overheads. 

Where incurrence of expenditure by company’s own workmen 
will give rise to a capital asset, all expenses of material and labour 
are debited to a CapUal Order Account. A charge is also made for 
works and office overheads to ascertain the true cost of work perfor¬ 
med. All such expenditure will not be debited to works overhead 
but be capitalised by passing an appropriate entry in the books of 
accounts. 


Sometimes major repairs are incurred to prolong the life of the 
asset. Cost of such repairs should be spreaded over the years which 
are expected to enjoy the benefit. 

Fuel and power 

If the factory has its own power house the cost of generating 
power should be correctly ascertained. If it also raises steam, it will 
have its own boiler house and its cost should be ascertained by add¬ 
ing cost of fuel consumed, stores, wages, electricity, depreciation re¬ 
pairs and maintenance charges. The total cost will be taken as a works 
overhead expense and be apportioned over the various departments 
according to the horse power of machinery installed. If power 
is obtained from an outside supplier, the exact cost can be correctly 
ascertained and will be added to works overheads. 
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Leave wages 

Leave U . »«,»> 

sionallf every "'o'ker lias to S ^ be granted an accrue d leave, 
contingencies of work, a wor Thus wages for leave 

C °m pe " , f. t i > Of n | ,bour Ex^ndaure in respect of leave can be dealt 
fnany of .he flowing iwo ways in cost accounts 

(i) Leave wages may be debited to factory overhead account. 

<«> The r 

^unt V Which wage-rate should 
be increased can be computed as follows— 

Estimated total paymen L on J ^om»t_of jgyte wage* during the jrear 

-Total number of labour hours during the year 

In case a worker is not entitled to leave but leave isgr anted 
ex-gratia to him (for e g. when he has fallen ill), wages paid for the 

leave period will be an abnormal charge and. therefote, should be 

debited to costing profit and loss account. 


Annual bonus 1 

In case a certain amount of bonus has to be paid to the work¬ 
ers on account of legal provisions (eg , a minimum amount of 
bonus is payable to workers in India under the Payment of Bonus 
Act) the amount of bonus is a cost ol production and, therefore, 
mav be charged to production either as anovernead or by adjusting 

the wage-rate (in case of direct workers) in cost accounts. How¬ 
ever, it the banus has been voluntarily paid by the employer with 
a view to win the goodwill of workers, the bonus will have to be 
charged to costing profit and los* account. 


Cost of patterns and dies 

If they are prepared for a particular job or work order, the 
whole of the cost should be charged to that work order or job as a 
direct charge. However, if these are meant for production generally, 
only the annual depreciation should be taken as an item ot factory 
overhead. 


Fringe benefits 

In order to increase the employee’s morale, loyalty and stability, 
the employer grants:him certain benefits such as house, medical 
facilities, childrens’ education either free or at concessional rates 
besides normal wages and other allowances. In case the value of 
these fringe benefits is quite substantial, they may be charged to 
(in case of direct workes) production as a direct charge by a supple¬ 
mentary wage rate. Otherwise they may taken as part of overheads. 


1 Refer also to page 139 of the book. 
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Training expenses 

rw,T hlS ‘ include ? the costs incurred in running the Training 
department, salaries or wages paid to trainees or apprentices, loss 
arising from initial lower production, extra spoilage etc. Training. 

?? r T al P i art ° f , mduStrial activil Y a nd, therefore, these expenses 
snouid be charged as a production overhead. However training, 
expenses incurred on office and administration or selling and distri¬ 
bution divisions trainees should be charged as an office and adminis¬ 
tration or selling and distribution overhead, as the case mav be. 
itiese overheads then may be charged to different department's on 
ne basis of number of workers employed in each department. 

' »/ n C3Se * n t ! ie course °f training the trainee works on a job, so 
much part of his wages as would have been payable to a normal 
porker should be charged to the job concerned while the rest should 
be charged as training costs. 

. ? n case .°f a high labour turnover the training costs will be on 
the higher side. In such a case so much part of the training 
costs which is normal should be charged as an overhead item and 
rest be taken to costing profit and loss account. 

Labour welfare expenses 

Expenses incurred by the employers for the welfare facilities- 
[e g., canteen, hospital, play grounds etc.), may separately be record- 
ca as Welfare Department costs. These costs may then be appor¬ 
tioned to producing cost centres on the basis of total wages or the 
number ol men employed. 

Fines realised from workers 

According to the Payment of Wages Act. fines realised from 
workers should be credited to a separate Fine Fund to be utilised for 
welfare purposes. The income as well as expenditure from this fund 
are excluded from cost accounts. 

Township maintenance costs 

These are the costs which are beingincurred by an enterprise 
located in rural or isolated places, for providing residential, com¬ 
munication marketing and other facilities to its employees. Some of 
the facilities such as roads, communications banking and other 
commercial services are used by the enterprise also. Hence these 
costs may be apportioned between administrative and staff welfare 
costs. The costs relating to staff welfare may be charged to different 
departments or cost centres on the basis of number of employees 
employed in each department. 

OFFICE AND ADMINISTRATIVE OVERHEADS 

They represent “the cost of formulating the policy, directing the 
organisation and controlling the operations, of an undertaking, 
which is not related directly to a research, development, production, 
distribution or selling activity or function.*’ 1 These costs are of a 
general nature and are not directly related to other functions namelyr 

1. Terminology adopted by the Institute of Cost and Management 
Accountants, England. 
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— They generally comprise of 

following costs : 

(a) Indirect Material . m 

S £ cleaning 

l6) 

executive and h.■ secretary and his staff. 

accountant and their sta • and his sta ff, 

g££S35ssi£ —- ot 

(c) Indirect Expenses 

ti) Office rent, rates and insurance. 

a —- 

and fittings. 

(iv) Legal charges. 

(v) Bank charges. 

(„i) Trade subscriptions. 

Thele -^S^uct^on ^.ceexpen.a, 

afier makins due 

allowancejor known or anticipated changes. 

Jelling and distribution overheads 

distribution overheads, therefore, include the following 

Selling overheads 

(а) Indirect material. This includes the cost of printing and 
stationery, mailing literatures, catalogues, price lists etc. 

(б) Indirect labour. This includes the salaries, commission 
etc. of salesmen, technical representatives, sales manager etc. 

(c) Indirect expenses. They include advertising, bad debts, 

rent of the show room, insurance of show room, collection charges, 

travelling and entertainment expenses, expenses of branch establish¬ 
ments, sales office expenses, fees of directors who pay attention to 
sales. 


1. I.C.M.A., England, op cit. 

2. I.C.M.A., England, op. cit. 
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Distribution overheads 

(a) Indirect material. This includes the cos. of packing 
eases, oil, grease, spare parts used in maintenance of delivery 
vehicles. 7 

(/>) Indirect labour. This includes wages of packers, van 
drivers, despatch clerks etc. 

(c) Indirect expenses. They include godown expenses includ- 
ini? rent, insurance, freight, carriage outwards and other transport 
charges, depreciation and running expen cs of delivery vans. 

The distinction between selling and distribution expenses is to 
be noted. Selling expenses are incurred for promoting sales by 
convincing the customer to place an order with the firm. Distribu- 
non expenses strictly begin when an order has been obtained 
and generally when goods have been dispatched. In other words, 
distribution expenses are incurred in moving the goods from the 
company’s godown to customer's premises. 

Selling and distribution expenses do not form a part of the 
cost ol manufacture and, therefore, some people do not at all 
consider them in cost accounts. But this does not seem to be a 
correct approach particularly when selling and distribution costs 
arc bound to be quite heavy as is the case with the cosmetics which 
‘i ,e n q r ,lC ta , 5y l ° P rodute but require a lot of advertising and selling 
skal for sale. To enable the cost accountant to tell the true cost 
ol making a product and placing it in the market, it is necessary to 
include selling and distribution expenses in cost accounts. Their 
consideration merely at the time of fixation of the selling price will 
not do. 

COMMENTS ON CERTAIN ITEMS OF SELLING 
AND DISTRIBUTION OVERHEADS 

Catalogues and price lists 

The printing of catalogues and price lists involves a heavy 
expenditure and, therefore, the work is undertaken at intervals of 
•evcral years. The cost of printing the catalogues and price lists 
should be debited to a suspense account and charged evenly over 
the period during which they are used. In financial accounts 
generally such costs arc written off in the year in which they are 
incurred. 

Bad debts 

Some bad debts are bound to incur if sales are made on credit 
and, therefore, bad debts upto a reasonable limit as determined by 
the management, should be treated as a selling overhead. Any 
exceptionally large bad debt, being abnormal should not be in¬ 
cluded iu cost accounts but written off from costing profit and loss 
acco unt. 
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Periodical exhibition expenses 

These expenses should be treated as selling overheads. In case 
the interval between two exhibitions is more than one year and it s 
felt that the benefit of the expenditure will accrue over the whole 
of the interval, the expenses may be apportioneo l,ke a 
revenue expenditure over the numbers of years dmn.g which the 

benefit will be received. 


Market research 

Market research involves systematic study of the market con- 
ditions and ascertainment of market potentially. It is therefore an 
item of selling overhead. The cost of market research may be 
apportioned over different products on the basis of sales. 

In case market research lias been done only for a particular 
product the cost of such research should be directly charged to that 
product only. It will be appropriate iu such a case to charge the 
cost as a deferred revenue expenditure over the years which are 
expected to enjoy the benefit of such research. 

Packaging costs 


If an article cannot be sold without the use of a container, 
such as ink, paste, etc., the cost of the container should be taken 
as a direct material cost. If packaging costs have been incurred 
for putting a product in a nice looking case or carton, they should 
be taken as an advertising cost and included in selling overheads. 
Where packaging costs are incurred for preserving tlie goods of 
consignment to be sent at a distance, they should bo included in 
distribution overheads. 


Discounts 

Discount may be trade discount or cash discount. Trade dis¬ 
count is deducted from purchases or sales as the case may be. Cash 
discount is given to the customers for prompt payment of cash. Ii 
is, therefore, purely a financial matter and should be excluded from 
cost accounts. 

Subscriptions 

Subscriptions may be to welfare schemes and institu.ions, or 
mercantile agencies or technical journals. Subscriptions to wtlfaic 
agencies from which the workers derive benefit or to technical 
journals should be treated as a works overhead. Subscription to 
mercantile agencies which help in finding out the financial position 
of prospective customers should be considered as a selling overhead. 
Donations which do not result in any direct benefit to the workers 
should be excluded from cost accounts as they merely amount to 
appropriation of profits. 

After sales service costs 

These costs may be treated as a selling overhead item and 
charged to different products on the basis of sales achieved. 
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Expenses of costing department 

Costing Department is beneficial to the whole business and 
therefore, strictly speaking its expenses should be apportioned bet¬ 
ween the works, office and selling departments on the basis of 
advantage derived by each. But such an apportionment may not 
be possible on account of practical difficulties involved and, there¬ 
fore, generally its expenses are included in the administration 
overhead. 

ITMES EXCLUDED FROM COST ACCOUNTS 

There are certain items which are included in financial accounts but 
not in cost accounts. These items fall into two categories : 

Appropriation of profits 

(i) Appropriation to sinking funds. 

(it) Dividends paid. 

(tit) Taxes on income and profits. 

(tv) Transfers to general reserves. 

(v) Excess provision for depreciation of buildings, plant etc. 
and for bad debts. 

(vi) Amount written off—goodwill, preliminary expenses, 
underwriting commission, discount on debentures issued ; 
expenses of capital issue etc. 

(vii) Capital expenditure specifically charged to revenue. 

{viii) Charitable donations. 

Matters of pure finance 

(а) Purely financial charges : 

( i ) Losses on sale of investments, buildings etc. 

(ii) Expenses on transfer of company’s office. 

(tit) Interest on bank loan, debentures, mortgages etc. 

(tv) Damages payable. 

(v) Penalties and fines. 

(vt) Losses due to scrapping of machinery. 

(vii) Remuneration paid to the proprietor in excess of a 
fair reward for services rendered. 

(б) Purely financial income : 

(i) Interest received on bank deposits. 

(it) Profits made on the sale of investments, fixed assets 
etc. 

(tit) Transfer fees received. 

(iv) Rent receivable (when rent is receivable from sublet¬ 
ting part of business premises—then it can be taken 
to cost accounts). 

(v) Interest, dividends etc. received on investments. 

(vi) Brokerage received. 

(vii) Discount, commission received. 

Abnormal gains and losses 

(i) Losses or gains on sale of fixed assets. 

(ii) Loss to business property on account of theft, fire 
or other natural calamaties. 
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overhead costs 


1. Discuss the importance of overhead cost. 1977) 

an indication of inefficiency ? Give reasons. ( , . labour 

2. (o) Write a detailed critical note on treatment of payment to labou 

for overtime work in cost accounts. _ . f nrn ej on costs 

(6) Critically examine the treatment in cost accounts of pension costs 

and costs of other fringe benefits to labour. cbm. De[hi J9?6 > 

3. (a) How would you deal with the following in cost accounts : 

(n) Payment for overtime work ; 

(6) Bad debts ; 

(c) Cost of packages ; 

(d) Interest on capital ? 

Give reasons for your answer. (&• Com. Delhi , 1972) 

( b ) How should the employee welfare expenses be treated in cost 
accounts ? Give reasons. (&• Com. Delhi, 1974) 

4. A tea company manufactures four grades of tea. All their products 
arc sold through agents to whom all grades of tea in standard packages of various 
sires and packed in wooden boxes arc delivered in company’s own van in differ¬ 
ent parts of the city and suburbs. 

Enumerate six important items of selling and distribution expenses which 
have got to be incurred by the company in the course of its normal business, and 
state how you would distribute these items of expenses over the cost of all these 
products. Give reasons for your answer. (B. Com. Punjab, 1978 ) 

5. Explain with reasons how you would deal with the following items in 
Cost Accounting :— 

(a) Depreciation of a new boiler replacing the .old one declared un¬ 
workable. 

( b ) Initial heavy expenditure on advertising introducing a new article 
in the market. 

(c) Abnormal losses incurred during processing. 

( d ) Periodic heavy expenditure for the repair of a furnance. 

(e) Installation cost of mechanized accounting. 

(C.A. Final Not., 1973) 

6. How will you treat the following in cost accounts ? 

(0 Major repairs to a plant to prolong its useful life ; 

(ii) Provision for obsolescence ; 

(iii) Periodic exhibition expenses ; 

(iv) Expenses of Costing Department. ( C.A. Inter.) 

7. State how you would deal with the following items in your calculation 
of the cost of bicycles : 

(0 Carriage inwards. 

(ii) Rent of factory buildings. 

(iii) Director’s salaries and fees and managers' salaries. 

(iV) Departmental expenses. (C.A. Final) 

8. Indicate how you would deal with the following expenses in cost 
accounts— 

(/) Leave wages. 

(ii) Overtime pay. 

(iii) Annual bonus. 

(iv) Idle time wages. (C.A. Final and C.A. Inter Nor., 1975) 

9. T^jflie ‘selling overheads'. Describe the various methods of absorp¬ 
tion of ’selling overheads*. (B. Com. (Pass) Delhi 1977, 1975) 

10. How do you on deal with following in Cost Accounts : 


(a) Research and Development Expenses, 
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(b) Idle Time. 

(c) Sale of scrap, 

(d) Labour welfare expenses. (B. Com. Delhi, 1977 ) 

11. How will you treat the following expenses in cost accounts ? 

(а) Canteen expenses which is run on a subsidised basts. 

(б) Profit sharing scheme. • 

(c) Training expenses. 

( d) Stores losses and gains. ( C.A. Inter , May 1977 > 

12. Define “research and development" costs. How are they treated in 

cost accounts? ( I.C.W.A. Inter, May, 1977) 

13. Set out the main arguments in favour of inclusion of interest on 
capital in cost accounts. 

( B. Com. Poona ; C.A. Final ; B. Com. Delhi 1978) 

14. In a large factory manufacturing special axd standard t> pc of pro¬ 
ducts, a portion of the work becomes defective and it involves extra cost for 
rectification. How will you treat the cost of such rectification in the following 
cases ? 

(a) Where a percentage of defective work is allowed in a particular 
batch as it cannot be avoided. 

( b) Where defect is due to bad workmanship. 

(c) Where defect is due to Inspection Department wrongly accepting 

incoming material of poor quality. (C.A. Final) 

15. Give a few examples in each of : 

(/) Administrative expenses 

(/i) Selling overhead. 

(I/O Distribution overhead. 

(b) Discuss the present trend in dealing with Administrative over¬ 
heads in Cost Accounts. 

(C.A. Final, May, 1970) 

16. Explain briefly how you would treat any five of the followicg items in 
cost accounts— 

(/) Overtime wages. 

(i7) Cost of erection of plant and machinery. 

(Hi) Cost of jigs. # ^ . 

(iv) Loss due to serious fire in factory. 

(v) Research and development costs. 

(vi) Repairs to plant and machinery. 

(C.A. Inter.) 

17. What is the advantageofclassifying i rdiiect expenses into fixed and 

variable items? (I.C.W.A, Inter,) 

18. How do you classify the following items of expenses : 

(a) Adverlhement; ( b) Market research ; (c) Bad debts ; (d) Commission 
paid to salesman ; (e) Show room expenses ; (/ ) Expenses in connection with 
trade fairs and exhibitions ; (*r) Rectification expenses after sales during warranty 
period ; (h) Royalty paid per item sold ? 

What are the types of sales promotion expenses usually classified under 
advertisement ? Say how they are absorbed in cost. 

(I.C.W.A. Inter.) 

19. Classify any eight of the following items of expenses by function and 
nature : 

(a) Depreciation on Plant ; (b) Office telephone charges; (r) Salary paid 
to salesmen ; (d) Rent of finished gcocs warehouse ; (e) Supervisory labour ; 
(/) General Manager’s salary ; ( g) Ccrumable stores ; (h) Ccrrmissicn on 
sales paid to salesmen ; (») Factoiy pewer ; ( j) Dchvciy vrn exrerscs. 

(l.C.W. A. Inter.) 



5 


Overheads— 
Distribution 



'hf hrnad classification of overheads and the items covered by 
- H Pach classification were explained in the P™ chapter. In 
the present chapter linking of these overheads to different cost 
units*or distribution of overheads, is being explained. 

^ OVERHEADS DISTRIBUTION STAGES 

are three stages involved in the distribution of overheads : 

Collection and classification of overheads 

After the overheads have been classified as factory,'office and 

tmde^suUakde^ccounTheadtn^r U ^For ^xample! depreciation may 

siv-T" s„ h rvs“ ■»“ ,“S 

heading mull be that the headings are clear and unambiguous So 
that they may not be confused with each other. Usually a code 
number Is allotted to each heading of expense, according to any of 

the following methods : . _ . , 

(i) Numerical Method. According to this method numbers 
are allotted to each heading and sub-heading of expense. 

Example : 

Item . Code Number 

Depreciation 1 

Plant ' 

FBjniture • * 

w 
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Building 

Repairs 

Plant 

Furniture 

Building 


13 

21 

22 

23 


Thus the first digit of the code number stands for the main 
expenditure and the subsequent digit for its sub division. 


(n) Alphabetical-cum.numerical method. According to 
this method the alphabet denotes the main expenditure while the 
numerical denotes its sub-division. 


Example : 

Item Code number 

Depreciation of Plant D t 

Depreciation of Furniture D 2 

Depreciation of Building D 3 

The system of coding is very much useful in cases where 
mechanized system of cost accounting is used.’ 

Code numbers given to different items of overheads are listed 
in a schedule or manual for ready reference. No standard list of 
these code numbers can be suggested since the number and types 
under which the overheads may be grouped depend upon the size of 
the factory, the nature of industry and the degree of control 
required. 

Standing order and cost account numbers 


The code number given to a factory overheads item is termed 
as a standing order number and that to an administration or selling 
and distribution item as a cost account number. A card is maintain¬ 
ed for every standing order or cost account number. The proforma 
of such a card is given below. 


Standing Order/Cost Account Number 


Basis of apportionment. 

1 

Reference 

Total 

Departments 

1 

2 

3 









Fig. 43. 
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Entries in ,h.card are 

nal. stores requisitions, ^tty cash b . ^ of fact0 ry overhead. 

For example, consumable stores is directly to the factory. 

Stores may have been PX^fon w ^be there in the Purchases 

susi isrsr-S 

requisitions.* The dtXregarding the source of information are 
entered in thejsUrthce column. 

ftmentalisation of overheads 

—Arte, r„“d"dtSbn“iS b i: 

on a suitable basis. This involves two stages . 
i ^Allocation of overheads. Allocation is the process °1 chargmg 

■ofov.rhaad to a J.«*« “AT .Si? 

is possible when the natur P p or exa mple, the salary paid 

identified with a parttcu ar ' department can be directly 

charged to that department. 

Aooortionment of overheads It is the process of splitting 

k! tJhSlSad whollyto a particular production department but will 
have m be charged to all departments of the factory on an equ.table 

baS S However in common parlance no such distinction is observed. 

T nttoned *i n ^t he c a r d°m ai n't a i ned £ SS^SSSSSi 
are mentioned in t n rfactorv will be appor- 

do^ed ovS U v£ous departments of the factory according to the area 

Pled by e r h department, Sf ordt 

number*card* allot: ted*to Tent. The same is true for other items. 

Overheads distribution summary 

The maintenance of cards for each type of overhead expense 
• jXk Z helns in preparation of overheads distributton summary 
considerably he p P P c f overhead t.e. factory, office 

srst* a “ro» i 

page. 


Wages Analysis Book. The book is maintained besides 


1 Waves Analysis Book, me dook is mamumicu u«.uwi wages sheet to 
know for each department separately direct and indirect wages. Indirect wages 
isan item of overheads and it will be entered m the relevant card. 
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OVERHEADS DISTRIBUTION SUMMARY 
(For telling and distribution overheads)* 



The terra absorption refers to charging of overheads of a cost 
cemtre to different cost units in such a way that each cost unit bears 
ait appropriate portion of it’s share of overheads. This is done by 
means of overhead rates. The term overhead rate refers to the rate 
at which the overheads are to be charged to different cost units. It 
may be in the form of a percentage or a rate per unit. For instance, 
if the overheads of a department are R$. 10,000 and the total wages 
paid for different jobs completed in the department are Rs. 40,000 
and if the overheads are to be charged as a percentage of wages to 
different jobs, the overhead rate will be 25% of wages. The share 
of overheads.of each job completed in the department will now be 
calculated on this basis. 

Different overhead rates are used for absorption of different 
categories of overheads. However the following factors should be 
aken into account for determining the rate of overhead absorption. 

(») Adequacy. The rate should be such as would not give rise 
to large difference between the amount of recovered overheads and 
actual overheads, otherwise the cost of jobs or products determined 
on such basis would not be correct. 1 2 3 4 

(u) Convenience. The computation of overhead rates should 
not require unnecessary clerical labour. For example, the appor- 

1. Similar summaries can be prepared for other overheads. Tms has 
been discussed in detail later. 

2. Direct selling cost centre refers to the department directly making 

sales. 

3. Credit and collection cost centre refers to the department concerned 
with realisation of credit sales. For more details please see “Distribution of 
Selling and Distribution Overheads.*’ 

4. Overhead rates arc usually pre-determined. The production is charged 
at these pre-determined rates, while in progress. In case the rates have been 
carefully determined, the actual overheads will not be much different from the 
overheads recovered from production at the pre-determined rates. This has 
been discussed in detail later in this chapter. 
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tionment of works manager’s salary according to j, e tterto 

on different jobs would not be of much use I 'gj*. o bss tace 
distribute it on the basis of wages charged to di»OT" J 
this basis is more convenient, though not more equitable, than tn 

former basis. . • » 

(Hi) Time factor. Time factor should be given due ^? ns ' 
deration while determining overhead rate m those “ 

different jobs require different time for their ^ 0 “?? I ^ t ‘ 0 " h g e d 
example, the overheads of a machine cost centre »houW be charged 
to different jobs on the basis of hours for which 
centre has worked for each of them. It will be therefore appro 
priate to charge overheads in such a case on an hourly overhead 
rate method. . . 

(iv) Skill factor. Different jobs require different degree 

skill. It will not therefore be appropriate to charge all jobs witn 
the same overhead rate. This factor should be taken care of while 
determining the overhead rate. . 

( v ) Separate overhead rates. In case the nature of work 
carried out indifferent departments or cost centres is differentit 
will be appropriate to charge different overhead rates for di e 
departments instead of a blanket rate for the factory as a whole. 

(vi) Rational productivity factor. The overhead rate 
should also be related to the method of production followed. For 
example, in a department where work is done mainly by machines, 
the machine hour rate should be adopted as a rate for the recovery 
of overheads. While in a department where work is done mostly 
by manual labour, the overhead should be absorbed on a labour 
hour rate basis. 

(t fii) No frequent changes in overhead rate*. Tho over¬ 
heads should be charged on the same basis from year to year. In 
case the basis is frequently changed, the costing results will not be 
comparable. 

The stages involved in the distribution of overheads have been 
explained in the previous pages. The distribution of each category 
of overheads, namely, factory, administration and selling, in accord¬ 
ance with these stages is now explained in detail. 

DISTRIBUTION OF FACTORY OVERHEADS 


Distribution of factory overheads involves three stages : 

(i) Collection and classification of factory overheads. 

{ii) Departmentalisation of factory overheads. 

{Hi) Absorption of factory overheads. 

Collection and classification of factory overheads 

All factory overheads would be collected and classified under 
appropriate accounting headings e.g. t factory refit, insurance, light¬ 
ing, depreciation etc. Each heading will be given appropriate 
standing order number. 
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Departmentalisation of factory overheads 

The term departmentalisation of overheads refers to the allo- 

lJ7"“ f r apP0rt,0nm l ' nt of overheads among various departments, 
in case of factory overheads it involves : 

A,,,.- (<> A i l0 o Ca,l0n and apportionment of overheads among Pro- 
“d Serv.ce^Departments Production Departments manu- 
!• pduts , whlle service departments help them in this pro- 
cess. For example, in a textile industry the yam and clothes depart¬ 
ments are production departments while those of a boiler house and 
^ paj r\. are service departments. This is also known as primary 
distribution of factory overheads. * 

p A PPo r tionnient of Service Departments’ overheads among 

f De P a rtments. This is also known as secondary distribution 

oi lactofy overheads. 

I'he above stages are explained below : 

Which ° f overh '* ds There are certain overheads 

wh.ch can be directly estimated for different departments. These 
expenses are wages paid to indirect workers, contribution to provi- 
fimi ' UndS ° r * oc ' al security scheme, depreciation, normal idle 

dentr e f C S u C u f pe " Ses sha " be directl y charged to these 

‘•tntc ?• /° r W !" C j ,bey have been incurred. This is called as 

allocation of overheads. 

PPOrt ’° n, f ,ent ° f ov " head » Certain expenses such as 

tht facto™^"h ? ary ’/ e 1 t ° f r ,he fac,or y e,c • are incurred for 
the factory as a whole, and, therefore they will have to be appor¬ 
tioned over all departments—both Production as well as Service*^ 
There are no hard and fast rules as regards the basis to be 
applied for apportionment of overheads. Any one or more of the 
following methods may be used. 

{a) According to departmental wages. Expenses which directly 
vary with the departmental wages paid can be apportioned on this 
basis for e g. premium for workmen’s compensation insurance etc 
(6) According to capital values of the assets. Overheads such as 
depreciation of buildings, plant and machinery, fire insurance etc. 
premiums on these assets, may be apportioned on this basis. 

(c) According to floor area occupied. Overheads such as lighting 
(unless metered separtely) rent and rates, wages of night watchman 
may be apportioned on this basis. 

(d) According to number of workers employed. Expenses of 
works canteen, welfare, personnel department, time-keeping etc can 
be apportioned on this basis. 

\e) According to production hours of direct labour. Works 
management remuneration, general overtime expenses, cost of inter- 
department transport, should be charged to various departments in 
the ratio which the departmental hours bear to the total factory 
direct hours. 7 . 

if) According to technical estimate. The advice of technical 
personnel may also be useful on the apportionment of certain ex¬ 
penses, for e.g. t the cost of steam consumed by a particular depart¬ 
ment can be arrived at on the basis of the engineer’s estimate. 
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The following table will help the student in remembering the 
conventional basis of apportionment of overheads_ 


Overhead 


Basis of apportionment 


1. Factory rent 
Depreciation of factory 
building (if owned) 

Insurance of buildings 

2. Heating and lighting. 

3. Depreciation and insurance of 
machinery. 

4. Electric power. 

5. Supervision. 

6. Electric light. 


7. Stores overhead. 

8. Material handling charges. 


According to the floor area occupied 
or capital value of the asset. 

Number of light points or floor area 
occupied. 

Value of machinery. 

Horse power of machines or machine 

hours. _ - 

Number of workmen or amount ox 
wages paid or floor area. 

Number of light points, floor area, 
hours used, or watts if separate 
metres are available. 

Value of direct materials. 

Weight of materials of each depart¬ 
ment subject to any special factor 
affecting handling costs. 


(in) Apportionment of service department overheads 

After the overheads have been classified between production and 
service departments the costs of service departments will have to pe 
charged to production departments who are benentted by tneir 
services. Any one or more of the following methods may be adop¬ 
ted for this purpose : 

(а) Service or use method. Under this method overheads are 
distributed over various production departments on the basis oi 
services actually rendered. This criterion has greatest applicability 
in cases where overhead costs can be easily and directly traced to 
departments receiving the benefits for eg., in case of a machine shop 
a record of services utilised by each department can be kept by 
maintaining proper job cards. But this basis cannot be used in all 
cases, e g., in case of services rendered by the purchase office 11 

be impossible to trace the actual time taken by each member of the 
purchasing department for execution of each purchase order. 

(б) Potential benefits. Under this method service ; department 
overheads are charged to production departments on the basis of 
potential rather than actual services rendered. This method is 
particularly useful where the service department costs are largely 
fixed and services have been provided taking into consideration the 
potential requirements of the various departments. For example, a 
company may provide for its own buses for transporting workers to 
and from the factory. The size of the fleet of buses have been fixed 
taking into consideration the potential number of users. In such a 
situation it seems quite logical that the overheads of the transport 
department should be charged to varoius production departments 
in proportion to the number of the potential users, regardless of-the 
actual number of workers in each department. 
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(e) Ability to pay method. This method presumes that higher 
the revenue of a production department, higher should be the 
proportionate charge for services. For example a textile mill may 
apportion its overheads between superfine quality ?nd controlled 
quality of cloth, on this basis. The controlled cloth may have to be 
sold at a price fixed by the Government and its manufacture may 
be a ‘must’ for manufacturing superfine cloth as per the orders of 
the Government. This method is inequitable because it seems to 
penalise the efficient departments for their efficiency. 

(d) Specific criteria method. Under this method specific criteria 
are laid down after careful survey for apportionment of charge for 
different service functions. This method is particularly used when it 
is difficult to select a suitable basis for apportionment. For example 
the works manager’s salary may be apportioned on the basis of time 
and attention given by him to different cost centres or the charge 
for services of cost accounting department may be allocated to 
different production departments on the basis of number of workers 
employed in each department etc. 

On the basis of the above methods, following can be taken as 
reasonable bases for apportionment of overheads of service depart¬ 
ments over different production departments. 


Service Department Costs 


Maintenance department 


Pay-roll or time-keeping department 

Personnel department 

Store-keeping department 

Purchase department 

Welfare department 

Internal transport service, overhead 
crane service 


Basis of Apportionment 


i 


Actual services utilised (if records are 
maintained) or hours worked for 
each department. 

Direct labour hours. Machine hours. 
Number of employees. 

Rate of labour turnover. Number 
employees. 

Number, of requisitions, Quantity 
value of materials. 

Number of purchase orders. Value 
materials purchased. 

Number of employees. 

Weight or value of the products, 
weight and distance covered. 


of 


or 


of 


or 


Illustration 36. 

Following figures have been extracted from the accounts of a 

__ C .1. .1 f Tv . I in*rn 


Indirect Materials : 

Production Deptt. 


Maintenance Deptt. 
Stores Deptt. 
Indirect Wages : 

Production Deptt. 


»» 


»» 


Maintenance Deptt. 
Stores Deptt. 



Rs. 

X 

950 

Y 

1,200 

Z 

200 

P 

1,500 

Q 

400 

X 

900 

Y 

1,100 

Z 

300 

P 

1,000 

Q 

650 
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Rs. 

Power and light 2 800 

Rent and Rates 1 ’^q 

Insurance on assets 3*000 

Depreciation @ 6% on Capital Value of assets. 

From the following additional information, calculate the share 
of overheads of each Production Department :—_ _ 


Item 


Production 


Service Deptts. 



X 

Y 

z 

P 

Q 

Area (Sq. feet) 

4,000 

4,000 

3,000 

2.000 

1,000 

Capital Value of assets 

'Rs.) 

1,00,000 

1,20,000 

80,000 

60,000 

40,000 

Kilowatt hours 

4,000 

4,400 

1,600 

1,500 

500 

Number of employees 

90 

120 

30 

40 

20 

Direct labour hours - 

3,600 

3,200 

2.200 



Number of Material re¬ 



500 



quisitions 

* 900 

600 




(Far Solution see page 202) 

Illustration 37. 

In a light engineering factory, the following particular* h*v« 
been collected for the three monthly period ending 31st December, 
1978. Compute the departmental overhead rates for each of the 
production department assuming that overheads are recovered a* a 
percentage of direct wages. . _ 

Production Departments (service Departments 



Direct Wages 
Direct Materials 
Staff 

Electricity 
Light points 
Asset Value 


Rs. 

Rs. 

Nos. 

Kwh. 

Nos. 

Rs. 


Area occupied sq. yds. 


2,000 

1,000 

100 

4,000 

10 

60,000 

150 


1,500 

50 

1,000 

6 

10,000 

50 


2,000 

1,500 

50 

1,000 

4 

10,000 

50 
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(Illustration 37 Contd.) 

The expenses for the period were : Rs 

Motive Power 

Lighting Power ^ ^ 

Stores Overhead 

Amenities to Staff l 

Depreciation 

Repairs & Maintenance d.UUU 

General Overheads 6 

Rent & Taxes Z/D 

Aoportion the expenses of service department E proportionate 
to “direct wages'* and those of service department D m the ratio of 
5 ; 3 : 2 to departments A, B and C respectively. 


®° STATEMENT OF APPORTIONMENT OF OVERHEADS 


Production Department 


Service 

partment 



1. Direct Wages 

2. Direct materials 

3. Motive Power @ 5 
paisc per kwh. 

4. Lighting Power @ Rs. 
2*50 per point 

5. Stores Overhead @ 5% 
of direct material 

6. Amenities to staff @ 
Rs. 3 per employee 

7. Depreciation @ 10% 
of the value of asset 

8. Repairs and Mainten¬ 
ance @ 2% of value 

9. General Overheads @ 

50% of Direct wages 

10. Rent and taxes @ 0 50 
per sq. yd. 





150 

40 

100 

450 

4,000 


12. Service Department E 


1,200 


1,000 

1,500 

75 

125 

8,850 

7,165 

2,257 

1,355 

1,336 

2,003 

12.443 

10,523 


600 


D 

E 

Rs. 

Rs. 

1,000 

mm 

1,500 

1,500 

50 

50 

15 

10 

75 

75 

150 

150 

1.000 

1,000 

200 

200 ' 

500 

1,000 


**5 

__ 


4.515 

— A M5 

6,010 


-6,010 


Total 

Rs. 


3,000 


rrrn 


550 

100 

400 

1,500 
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•Rates of overhead absorption 

% jo 44 ^ 

Production Department A : - ' 

4,vUO 


X 100=622-15% 


10 523 

Production Department B : ^ q qq X 100 =350’77% 

o o^q 

Production Department C : -~ q Q() X 100=246 47%. 

Inter-service department transfer 

In illustrations 36 and 37, the costs of a service department 
have been apportioned over production departments only, without 
apportioning it to other service departments. However, in some 
cases it is considered appropriate to charge ‘service departments’ costs 
to each other on a reciprocal basis. Such costs are also therefore 
called reciprocal costs. This is true in those cases where service 
departments also render service to each other. For example, Power¬ 
house of a factory gives power to the Repairs Department and in 
turn Repairs Department also carries out repairs for the Power¬ 
house. Thus the power-house must bear a proportionate part of the 
costs of the repairs department and the repairs department must 
bear a proportionate part of the costs of the power-house. There are 
three methods available for dealing with such inter-service 
distribution : 

1. Simultaneous equation method. 

2. Repeated distribution method. 

3. Trial and error method. 

1. Simultaneous equation method. According to this 
method the amount of overhead of each production department is 
obtained by solving simultaneous equations. The following illustra¬ 
tion has been given to explain this method. 

Illustration 38 

From the following information work out the production hour 
rate of recovery of overheads in Departments A, B and C. 


Total Production Departments 



Rent 1,000 
Electricity 200 
Fire Insurance 400 
Plant depreciation 4,000 
Transport 400 
Estima ted working hours 


A 

Rs. 

H 

Rs. 

C 

Rs. 

200 

400 

150 

50 

80 

30 

80 

160 


1,000 

1,500 


50 

50 

50 

1,000 

2,500 

1,800 


Service 

Departments 

D 

E 

Rs. 

Rs. 

150 

100 

20 

20 

60 

40 


Expenses of the Service departments D and E are apportioned as under 

D 30% 40% 20% - 10% 

E 10% _20% 50% 20% . - 

•Please see page 208 for explanation 
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Item of Expenses 


Production Departments 


Amount 

Rs. 


Service 

ipartments 


1. Rent 

2. Electricity 

3. Fire Insurance 

4. Plant Depreciation 

% 

5. Transport 


6. Service Department 
D (apportioned) 


7. Service Department £ 
apportioned 


8. Estimated working hours 

9. Overheads rates per hour 


1,000 






1,000 1.500 1.000 


1,380 2.190 I 1,290 


1,663 

1.000 

1-663 


-747* 



1,604 I 2.489 1.439 -117 


117 I -585* 



•Note. The overheads of the service departments D and E are to be 
apportioned to each other also. The total cost of the respective departments 
may, therefore, be ascertained by means of a simultaneous equation. 

Let D=Total expenses of Service Department l D' to be apportioned. 

Let E-Total expenses of service Department *£* to be apportioned, 
we get— 

D - 630+2E 
£ =» 510+10 
or 0—‘2£ = 630 

— 10+E =* 510 •••(**) 

On multiplying equation ( 1 ) by 5 and ( 1 /) by 1 

50-E = 3.150 —(//O 

-•10+E — 510 —0'v) 


On adding (m) and (iV) 

4-9 0 = 3.660 

D = 747 (approx). 

On substituting the value of ‘0’ in equation (iv) 

-75+£ = 510 

or £ = 510+75 = 585 (approx). 

2 Repeated distribution method. According to this methed 
service department costs are apportioned over other departments, 
production as well as service, according to agreed percentages. This 

it 
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process is repeated until the total costs of the service departments 
are exhausted or the figures become too small to matter. Following 
illustration explains this method. 

Illustration 39 

Taking the figures of illustration 38, apportion the costs of 
service departments according to repeated distribution method. 


Solution 

OVERHEADS DISTRIBUTION SUMMARY 


Items 

Production Departments 

Service 

Departments 

A 

B 

C 

D 

E 

Total Departmental Expenses 

1,380 

2,190 

1,290 

630 

510 

I Distribution : 

Overheads of service Deptt. D 
apportioned (Rs. 630) 

189 

252 

126 

-630 

63 

II Distribution : 

Overheads of service Deptt. E 
apportioned (Rs. 510-4-63) 

57 

115 

286 

115 

-573- 

III Distribution : 

Overheads of service Deptt. D 
apportioned (Rs. 115) 

35 

46 

23 

-115 

11 • 

IV Distribution : 

Overheads of Service Deptt. E 
apportioned (Rs. 11) 

1 

2 

6 

2 

-11 

V Distribution : 

Overheads of Service Deptt. D 
apportioned 

1 

1 

_ 

-2 


Total overheads 

1,663 

2,606 

1,731 

— 

— 


3. Trial and error method. This method can be used where 
two or three interlocked service cost centres are involved. In case 
of this method the cost of one service cost centre is apportioned to 
another service cost centre. The cost of another service centre plus 
the share received from the first cost centre is again apportioned to 
the first cost centre. The process is repeated till the amount to be 
apportioned becomes negligible. 
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Illustration 40 

Taking the figures of illustration 38, apportion the costs of 
service departments according to trial and error method. 


Solution 

OVERHEADS DISTRIBUTION SUMMARY 



Production Departments 

Service 

Departments 

Items 

A 

Rs. 

B 

Rs. 

C 

Rs. 

D 

Rs. 

E 

Total Departmental Expenses 

1,380 

2,190 

1.290 

630 

510 

I Distribution 






Costs of Service Department 

D apportioned to E 

(10% of Rs. 630) 





63 

II Distribution 





573 

Costs of Service Department 

E apportioned to D 
(20% of R*. 573) 




115 


III Distribution 






Additional Costs of Service 
Dep:t. O uppartioaeJ to E 

Rs. 630 already apportioned 
(.-. 10% of Rs. 115) 





12 

IV Distribution 






Additional Costs of Service 
Deptt. E apportioned 

Rs. 573 already apportioned 
(.*. 20% of Rs. 12) 




2 



1,380 

2,190 

1,290 

747 

585 

90% of total overheads of Dept t. 

D charged to Deptts, A, B, C 
(the remaining 10% has already 
been charged to Deptt. E and is 
included in Rs. 585) in the given 
ratio i.e. t 30 : 40 : 20. 

224 

299 

149 



80% of total overheads of Deptt 
£ charged to Deptts. A, B and 

C (the remaining 20% has 
already been charged to Deptt. 
D) in the given ratio 

10 : 20 : 50 

59 

117 

292 



Total overheads 

1,663 


1,731 

_j 
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Absorption of factory overheads 

Absorption of factory overheads refers to charging of the 
factory overheads of a particular production department to various 
products manufactured, or jobs completed, or orders executed in 
that department. The methods for absorption of these overheads 
may be put into two categories : 

( i ) Percentage methods. 

(n) Hourly rate methods. 


Percentage Methods 

(1) Direct material cost method. In this method the cost of 
direct materials used in the manufacture of a product is used as the 
base in allocation of factory overheads. The overhead rate is, there¬ 
fore, calculated on the basis of the following formulae. 


_ . ^ Amount of factory overheads w 

Factory Overhead Raie= Cqs[ of direct ma ( crials used X 


100 


This method may give satisfactory results in the following cir¬ 
cumstances :— 

(») Where the amount of overheads is insignificant in relation 
to cost of materials and wages and, therefore, a simple 
method of allocation is desired. 

(ii) Where output is uniform only one kind of article is 
produced. 

(iti) Where the prices of materials do not fluctuate qnite widely 
and frequently. 


The method will not give satisfactory results except in the 
above cases on account of the following reasons — 

(t) Except a few items, factory overheads do not vary with 
variations in the value of material. Normal wastage of materials or 
coal or other sundrv small stores used in manufacture naturally 

varies with the value of materials used, otherwise other important 
items such as works manager’s salart, factory rent, rates, insurance, 
lighting etc do not varv with every Change in the value of materials. 
Value of materials depends upon its price which is constantly fluctu¬ 
ating but certain lacto.y expenses, as stated above, are fixed and 

therefore, are not affected In any way with a change in the price of 
materials Overhead rate based on value of materials may, there¬ 
fore give misleading results. Consider the following example : 

The following were the constituents of cost of product A in 1978. 

Rs. 

Direct Material 55*595 

Direct Labour 20.0C0 

Factory Rent & Rates 10.000 

Factory Manager’s Salary 3,000 

Other Factory Expenses 

Office Overheads - ) ’ uuu 

Rs. 90,000 
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T&e laciory overhead rate based on materials comes to 
15,000 


50,000 


x 100 =-30%. 


Suppose in 1979 the value of materials used is doubled on **ount ° f 
doubling of the price level. If the factory overheads are charged @ 304 on 
materials, it will result in excessive over absorption of works overheads, because 
most of the factory overheads are fixed. 


(ii) This method will result in greater recovery of factory over- 
heads from those cost units which use superior quality of materials 
in comparison to those which use materials of inferior quality. This 
seems very illogical because actually reverse should have been the 
case* 

(tit) This method does not make any distinction between jobs 
done by skilled and unskilled workers, because works overheads not 
only depend upon materials but also on the type of workers employ¬ 
ed. Similarly it docs not distinguish between manual and machino 
work. 

yiv) The method also ignores the time factor whil most fixed 
factory overheads vary with time. A job which has taken six 
months to complete should be charged twice the anoun of works 
overheads in comparison to a job which has taken o ily tl ree months 
to complete. 


(2) Direct labour cost method. The cost of direct labour 
incurred in the manufacture of the product is used as a base for 
al location of factory overheads in this method. The formula for 
calculating the factory overhead rate based on labour can be put as 
follows : 


Factory Overheads Rate- 


Amount of factory overheads 
Cost of direct labour 


X100 


Advantages. This method has the following advantages : 

1. Factory overheads to a great extent depend upon the 
number of workers employed and the rate of direct wages, 
^his method, therefore, gives satisfactory results in most 
cases. 


2 The method is widely adopted on account of its simplicity 
and of accuracy 

3. Direct wages normally do not fluctuate much, therefore, 
this method gives stable results. 

Disadvantages. It has the following disadvantages : 

1 * The method is not suitable where both skilled and unskill¬ 
ed workers are employed. As a matter of fact the amount 
of works overheads is less for skilled workers in compari¬ 
son to the unskilled workers and, therefore, jobs done by 
the unskilled workers should be charged with greater 
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amount of factory overheads, but reverse happens in case 
of this method. 

2. Works overheads also depend upon time. The method, 
therefore, does not give satisfactory results where the 
workers are remunerated on piece wage system. 

3. No distinction is made between manual work and machine 
work The work done by machinery involves heavy 
factory overheads in the form of power, depreciation etc. 
which are not necessary where work is done by hand. 

This method is, therefore, suitable only in cases where both 
labour employed and work done are of a uniform type. 

(3) Prime cost method. The method considers both direct 
materials and direct labour for allocation of overheads. The formula 
for calculating the factory overhead rate, therefore, can be put as 
follows : — 

Factory Overhead Ra.c= A -H? ount °„ f fac,or y overh<52 ^ x 100 

Prime cost 

The method has the advantage of simplicity and is applied 
because it considers both materials and labour which give rise to 
overheads expenses. However, it suffers from the same drawbacks 
from which the first two methods suffer and, therefore, is rarely 
used. 

The method can give satisfactory results where a standard 
article is produced, requiring a constant quantity of materials and 
number of hours engaged upon its manufacture. 

Hourly rate methods. 


(I) The machine hour rate method. The machine hour 
rate method of allocation of factory overheads is used in those cases 
where the processes of manufacture are carried out by machines and 
there is very little or practically no manual labour. It is determined 
by dividing the overhead cost to be apportioned or absorbed by the 
number of machine hours expended or to be expended. The formula 
for calculating the overhead rate may be put as follows :— 


Overhead Rate= 


Amount of overheads 
Machine hours 


The Institute of Cost and Management Accountants, England 
defines a machine hour rate as “an actual or predetermined rate of 
cost apportionment or overhead absorption, which is calculated by 
dividing the cost to be apportioned or absorbed by the number of 
hours for which a machine or machines are operated or expected to 
be operated.” 

The method thus estimates the cost of running a machine for 
one hour and a job is debited with an amount of overheads equal to 
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(he number of hours for which the machine wi-1* 
multiplied by the hourly rate. The steps for compuUt.g the mach.ne 
hour rate may be put as follows — 

1 All factory overheads are departmentalised as discusaed 
’ before The overheads of the Service Departments are 
also apportioned among all Production Departments. 

2. Each Productiou Department is divided into suitable cost 
centres comprising of group of similar machines, and the 
total factory overheads are apportioned among the ditte- 
rent cost centres suitably as discussed before. 

3. Machine hour rate is to be calculated for each machine 
separately and, therefore, overheads of one machine cost 
centre will be apportioned among the different machines 
to find out the amount of overheads per machine. 

The overheads thus calculated will be divided between 
(i) Fixed or standing charges (it) Variable or machine 
expenses. Fixed charges are those which remain constant 
irrespective of the use of the machine for e.g. rent, insu¬ 
rance charges etc. Variable expenses such as power, 
depreciation etc. vary with the use of machine. 

An hourly rate of fixed charges will be calculated by 
totalling them and dividing by the number of normal 
hours worked by the machine. It is to be noted that from 
the total working hours the hours which are required 
for maintenance or for “setting up or setting off” 1 (unless 
taken as productive time) must be deducted for this 
purpose. Separate hourly rate for each of the machine 
expenses will be calculated. 

6 . The total of the fixed charges rate and the machine expen¬ 
ses rates will give the Machine hour rate. 


4. 


5, 


BASIS FOR APPORTIONMENT OF DIFFERENT EXPENSES 


Expenses 

Basis 

Standing Charges 


1. Rent and Rates 

According to the floor area occupied 
by each machine including the surroun¬ 
ding space. 

2. Heating and Lighting 

The number of points used plus cost 
.of special lighting or heating for any 
individual machine, alternatively accor¬ 
ding to floor area occupied by each 
machine. 


1. The time taken setting a job on the machine is termed as “ setting up 
time" while time taken to reauve a job from the machine is termed as "setting 
off time". 
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Expenses 

Basis 

9. Supervision 

Estimated time devoted by the 
supervisory staff to each machine. 

4. Lubricating Oil and Consumable 
Stores. 

Capital values, machine hours, or 
past experience. 

5. Insurance 

Insured value of each machine. 

6. Miscellaneous expenses 

Equitable basis depending upon 
facts. 

Machine Expenses 


1. Depreciation 

Machine hours or Capital values of 
the machines. Depreciation for each 
machine can be calculated separately if 
details regarding cost, scrap value and 
working life have been given. In such 
a case the amount of depreciation per 
hour will be cost minus residual valuo 
divided by effective working life (in 
hours). 

2. Power 

Horse power of machines, or 
Machine hours or both. In case 
separate metres have been installed for 
each machine, actual meter readings. 

3. Repairs 

Machine hours or capital values. 


Illustration 4l 

A production department of a manufacturing company has 
three different machines, for each of which it is desired to establish 
Machine hour rates. 

The overhead expenses for this Department for the year ending 
31st December, 1978 are : 

Consumable Stores : 

R$. Rs. 

Machine No. 1 300 

Machine No. 2 500 

Machine No. 3 600 

- 1,400 

Repairs and Maintenance : 

Machine No. 1 400 

Machine No. 2 600 

Machine No. 3 800 

- 1,800 


1. Soma accountants take depreciation as a standing charge. 
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Power 

Heat and Light 

Rent and Rates 

Insurance of Buildings 

Insurance of Machines 

Depreciation of Machines 

Supervision 

General Charges 

Rs. 

720 

400 

2.400 
200 
480 

7,200 

4.400 
1,100 



"*20,100 


Additional operating information is available as follows : 

---Effective H?. A?ea Occupied 

(sq. ft.) 

Book value ox 
Machines 

VT HUJ5 

Hours 

-in mn- 

Machine No. 1 

Machine No. 2 10 500 

Machine No. 3 15 _£00- 

12,000 

20,000 

16,000 

10,000 

25,000 

20.000 


You are required to calculate a Machine Hour Rate for each 
of the three machines. Show clearly the basis of apportionment 


that you use. 


S°l Ut ^ COMPUTATION OF MACHINE HOUR RATES 


Items 

Basis of 
Apportionment 




Machine 
No. 3 

Consumable Stores 

Allocation 

1,400 

Rs. 

300 

RS. 

500 

5T 

Repairs and Mainte¬ 
nance 

Allocation 

1.800 

400 

600 

800 

Power 

Effective 

H.P. 1 

720 

120 

240 

360 

Rent and Rates 

Area 

2.400 

240 

1,200 

960 

Heat and Light 

Area 

400 

40 

200 

160 

Insurance of Build¬ 
ings 

Area 

200 

20 

100 

80 

Insurance of Ma¬ 
chines 

Book Value 

480 

120 

200 

160 

Depreciation of Ma¬ 
chines 

Machine Hrs. 

7,200 

1,309 

3,273 

2,618 

Supervis ion 

Area 

4,400 

440 

2,200 

1,760 

General Charges 

Area 

1,100 

110 

550 

440 

Total 


20,100 


9,063 

7,938 

Machine Hours 



10,000 

Ed 


Machine Hour Rate 



•3099 

•36252 

•3969 


1. Power may be apportioned on the basis of “horse power x running 
hours.** 





















COST ACCOUNTING 


214 


Depreciation of Machine may also be apportioned on the basis of book 
value of Machines. In such a case the machine hour rate will be . 


Total Machine Machine Machine" 

_No. 1_ No, 2 _ No. 3 

Rs. Rs. Rs. Rs. 

Depreciation 7.200 1.80U 3.000 2.400 

Total ihall. than be 20.100 3.590 8.790 7.720 

Machine Hour Rate *359 *3516 *386 


Illustration 42 

A manufacturing company uses two identical large and four 
identical small machines. Each large machine occupies one quarter 
of the workshop and fully employs three workers ; each small 
machine occupies half the space of a large machine and fully 
employs two workers. The workers are paid by piece work. 

Each of the six machines is estimated to work 1,440 hours per 
year, while the effective working life is taken as 12,000 working 
hours for each large machine and 9,000 working hours for each 
small machine. Large machines cost Rs. 20,000 each, and small 
machines Rs. 4,000 each. Scrap values are Rs. 4,000 and Rs. 100 
respectively. 

Repairs, maintenance and oil are estimated to cost for each 
large machine Rs. 4,000, and each small machine Rs. 1,200, during 
its effective life. 

Power consumption costs 5 P. per unit, and amounts for a 
large machine to 20 units per hour, and for a small machine to 2 
units per hour. 

The manager is paid Rs. 4,800 a year, and the workshop 
supervision occupies half his time which is divided equally among 
tb* six machines. Details of other expenses are : 

Rent and rates ol the workshop : Rs. 6,400 a year. 

Lighting (to be apportioned in the ratio of workers employed) 
Rs. 1,820 a year. 

Taking a period of three months as a basis, calculate the 
macuine hour rate for a large machine and a small machine 
respectively. 
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Solution 

COMPUTATION OF MACHINE-HOUR RATE 

Three months ended 



i 

Large 

Machine 

Small 

Machine 



Rs. P. 

Rs. P. 

Standing Charges: 

Lighting (according to workers employed) 

Rent and Rates (according to space occupied) 
Supervision (equally per machine) 

97-50 
400-00 
100 00 

6500 
200 00 
100-00 



597-50 

36500 

Houriy rate of standing charges (being divided 
by 360) 

1-66 

101 

Machine Expeases 

Depreciation Large 

Rs. 

Cost 20,000 

Scrap Value 4,000 

Small 

Rs. 

4,000 

H)0 



16,000 . 

3,900 



Hourly Rate 16,000 

3,900 



12,000 

9,000 

1-33 

043 

Repairs. Maintenance and Oil: 

Rs. 4,000 divided by 12,000 

Rs. 1,200 divided by 9,000 


0 33 

0 13 

Power Consumption : 

20 units at 5 P. per unit . 

2 units at 5 P. per unit 


100 

010 

Machine-hour Rate 


4*32 

1-67 


niMtration 43 


The following annual charges are incurred in respect of a 
machine in a shop where manual labour is almost nil and where 
work is done by means of five machines exactly of similar type and 
specifications. 

Rs. 

1. Rent and Rates (proportional to the floor space 


occupied) for the Shop 4,800 

2. Depreciation on each machine 500 

3. Repairs and maintenance for the five machines 1,000 

4. Power consumed (as per meter) @ 5 P. per unit 

for the shop 3,008 

5. Electric charges for light in the shop 540 

6. Attendants: 

These are two attendants for the five machine* 


and they are each paid Ri. 60 per motrth 
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7. Supervision : 

For the five machines in the Shop there is one 
supervisor whose emoluments are Ra. 250 p.m. 

8. Sundry supplies such as Lubricants, Jute and 

Cotton Waste etc. to. .he Shop. 

9. Hire Purchase Instalment payable for the machine 

(including Rs. 300 as interest) 

The machine uses 10 units of power per hour 
Calculate the machine hour rate for the machine for the year. 


Solution 

COMPUTATION OF MACHINE HOUR RATE FOR THE YEAR 



Rs. 

RST-PT 

(a) Standing Charges : 



Rent and Rates per machine 

960 


Lighting in Shop per machine 

108 


Attendant’s Salary per machine 

288 


Supervision per machine 

600 


Sundry Supplies per machine 

90 


Total Standing Charges 

2,046 


Hourly Rate for Standing Charges 

(1200 hn.) 

1* 70 

(6) Machine Expenses : 



Depreciation (Rs. 500/1,200) 


042 

Repairs and Maintenance (Rs. 200/1200) 


0 17 

Power (10 units per hour @ 5 P. per unit) 


0 50 

Machine-hour Rate 


2-79 


Afotar: 1. A machine consume? power worth 50 P. in an hour. In all power 
of Rs. 3.000 has been consumed in the Shop. This means total working hours 
for the Shop are 6,000. This gives working hours per machine 1,200 a year. 


2. ‘Hire Purchase Instalment Interest* being a financial matter, has not 
been considered in computing the Machine-hour Rate. 

Illustration 44 

The following particulars refer to process used in the treat¬ 
ment of a material subsequently incorporated in a component for¬ 
ming part of an electrical appliance : 

(а) The original cost of the machine used (purchased in June 
1978) was Rs. 10,000. Its estimated life is 10 years, the estimated 
scrap value at the end of its life is Rs. 1,000, and the estimated 
working time per year (50 weeks of 44 hours) is 2,200 hours of which 
machine maintenance, etc. is estimated to take up 200 hours. 

No ouier loss of working time expected, setting up time, esti¬ 
mated at 5% of total productive time is regarded as productive time. 
(Bank holidays are to be ignored)^ 

(б) Electricity used by the machine during production is 16 
units per hour at a cost of 9 P. per unit. No current is taken during 
maintenance or setting up. 


Rs. 

450 

1.200 
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(c) The machine requires a chemical solution which is repla¬ 
ced at the end of each week at a cost of Rs. 20 each time. 

Id) The estimated cost of maintenance per year .s Rs. 1.4M. 

(«) Two attendants control the operation of the machine 
together with five other identical mach.nes TKe.r combmed weekly 
wlges, insurance, and the employer s contributions to holiday pay 
amount to Rs. 120. 

If) Departmental and general works overheads allocated to 

this machine for the year 1978-79 amount to Rs. 2,000. 

You are required to calculate the machine-hour rate necessary 
Co provide for recoupment of the costs of operating the machine. 

Solution 

COMPUTATION OF MACHINE-HOUR RATE 


-—- 

Rs. 

-rTpT 

Standing Charges per annum 

Overheads 

2.000 


Wages of attendants f Rs ' — J 

1.000 


Total Standing Charges 

Hourly Rate of Standing Charges 

3,000 


(Rs. 3.000/2.000) 


1 50 

Machioe Expenses per boor 


_ . .. po,ooo—i.ooo j 

Deprecation - [ 2 ,000~x 10 ~J 


•45 

Repairs Sc Maintenance^ 


•60 

Chem,cals [ 2 . 000 ] 


•50 

ritesa 


1-37 

Machine-hour rate 


4-42 


Working Notes 

Effective Machine Hours : 
Annual Working Hours 
Less —required for maintenance 


Hrs. 

2,200 

200 


2,000 


Illustration 4S 

Continuing the information given in the Illustration 44, 
compute the machine hour rate in each of the following cases ’• 

(a) If setting up time is taken **s productive time and the 
current is taken during setting up. 

(b) If setting up time is taken as unproductive time but 
current is taken during setting up. 

(c) If setting up time is taken as unproductive time and no 
current is taken during setting up. 
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Machine Expenses : 
Depreciation 

Repairs . 

Chemicals 

Power 


Machine hour rate 


Solution 

(a) COMPUTATION OF MACHINE HO!!R watt 

• 

Standing charges 

Machine Expenses 

Depreciation 

Repairs and Maintenance 

Chemicals 

Power 16 x* P 

- Ks. 

1 50 

45 

60 

50 

144 


Machine hour race 

449 

_ 

(6) COMPUTATION OF MACHINE HOUR RATE 



Standing charges 

rs. ; 

1 58 


Machine Expenses : 

Depreciation 

47 


«•*» s 

•63 


Chemicals 

•53 


Power 2000 * >6x9 

1900x100 

1 52 

Machine hour rate 

4-73 

<c) COMPUTATION OF MACHINE HOUR RATE 

Standing charges 

Rs. 

1 58 


47 

• 6 * 

•53 

144 


465 


Illustration 46 $ 

(a) From the following data for the month of March 1976» 
compute the machine hour rate to be charged in respect of jobs 
earned out during the month on a printing machine in a job 
printing press. 

</> Cos* of the Printing machine ... . Rs. 77,000 

yj) Estimated life of the machine ... . 10 yean 

vr! ^ ntic *P* ,t0 scr# P va,ue at the end of 10 yean ... Rs. 5,100 
(") Normal working hours per month ... . 600 
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(v) Hours run on trial runs and job setting- 

(W) Hours lost due to repairs (normal) - 

<w7) Hours lost due to power failure (abnormal) Rs . 

(vm) Cost of maintenance . 

Ox) Supervisor’s Salary . 

(x) Cost of printing ink etc. . 

(xi) Electricity charges . 

S 8^,SoS5k«.»S.P f ;i. jobs',. 16 

d sssfsssaspsa 

(ivi) Rate of wages per hour (during power failure) 

(6) If you were to quote for a job to be executed 


... 20 
... 50 
... 80 
3,300 
800 
2,400 
720 
3,000 
100 
8 
12 
4 


in July 

1976, requiring 300 machine hou^ to what extent:if any, would 
you be guided by the machme hour rate of Marches 6.^0.^ 
reasons for your answer. 

Solution 


-?- 


Rs. 

Rs. 

Standing Charges 




Supervisor’s Salary 

Other fixed charges 


800 

3,000 


Total Standing charges 

Machine hour rate of standing charges 

3.800 

650 

3,800 

5-85 

Machine Expenses 




Depreciation 

Cost of the Machine 

Less, scrap value 


Rs. 

77,000 

5,000 




72.000 


Hourly rate of depreciation 


72,000 

650 x 10 k 12 

•92 

Printing Ink Rs. 



469 

Electricity cherges Rs. 



Ml 

Cost of maintenance Rs. 



508 

Machine hour rate 

16.65 


Operating Machine hours have been calculated as follows 

Normal working hours 
Less for normal repairs 

Add Overtime hours 


600 

50 

550 

100 


650 
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Machine hour rate during power failures : Rs. 16.65 + Rs 4 => Rs. 20.65 
Composite Machine hour rate 
Total wages : 

for normal time 
for overtime 


Hourly rate of wages 


*650 hrs-80 hrs = 570 hrs. 

Composite machine hour rate= 

Rs. 16 65 + Rs. 9*40=Rs. 26 05 

Cost of Abnormal Idle Time 

80 hrs x Rs. 20 65=Rs. 1,652 

The abnormal idle time loss will be charged to costing profit and loss 
account. 

(6) Since there are equal numbers of days in March and Juiy, 
the machine hour rate of March can be used for quoting the price 
of a job in the month of July 1976. However adjustments may 
have to be made if there is any change in the variable costs such as 
ink, electricity charges etc. 

Illustration 47 


520 x 8 = Rs. 4,160 
100x12= Rs. 1,200 


Rs. 5,360 


Rs. 5360 


570 hrs* 


= 940 


A machine costs Rs. 90,000 and is deemed to have a scrap 
value of 5% at the end of its effective life (19 years). Ordinarily 
the machine is expected to run for 2,400 hours per annum but it is 
estimated that 150 hours will be lost for normal repairs and main¬ 
tenance and further 750 hours will be lost due to staggering. The 
other details in respect of the machine shop are : 

(a) Wages, bonus and provident fund contribution 

of each of two operators (each operator is in 
charge of two machines . 

(b) Rent and rates of the shop . 

(c) General Lighting of the shop . 

(d) Insurance premium for the machine 

(e) Cost of repairs and maintenance per machine 

(f) Shop Supervisor’s salary . 

(g) Power consumption of the machine per hour 
20 units, rate of power per 100 units Rs. 10. 

(h) Other factory overhead attributable to the shop. 


Rs. 

6,000 per year 
3,000 per year 
250 per month 
200 per quarter 
250 per month 
500 per month 


4,000 per month 


There are four identical machines in the shop. The Supervisor is expected 
to devote one-fifth of his time for supervising the machine. Compute a com¬ 
prehensive machine hour rate from the above details. ( C.A . Inter May, 1975 ) 

Solution 


STATEMENT SHOWING COMPUTATION OF MACHINE HOUR 

RATE FOR MACHINE 


Fixed Expeoses (per annum) 


Rs. 

Rent and Rates 

• • • 

750 

General Lighting 

• • • 

750 

Insurance 

• • • 

800 

Supervisor’s salary 

Allocated overheads 

• • • 

1.200 

• • • 

1,000 

Wages of the operator 

• • • 

3,000 

7,500 


Rs. 


22 & 


Rs. 

200 

2*00 

300 


500 


700 


Rs. 1200 
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Fixed expenses per hour C 7 *^ 15 ^ 

Machine Expenses (per hour) 

Repairs and Maintenance ... 

Depreciation 

Machine Hour Rate _ 

,2) Labour hour rate method. Under this method, «he over- 

wJhvXS [he total works overheads for the shop or depart- 
lated by dividing tn estimated direct labour hours 

for "he^ame‘period. Th/formula for calculating the overhead rate 

may be put as follows : Amount of overhea ds 

Overhead Rate— Total number of direct labour hours 

This method of allocating overheads is adopted for those 
der, art meats where hand labour is a predommating factor in pro- 
ductTom It gives very satisfactory results because mc.dence ol most 
overheads is proportional to time and this method gives due consi- 
deration to the time factor. 

Illustration 48 

The following information relates to the activities of a produc¬ 
tion department for a certain period in a factory ^ 

Materials used 72.000 

Direct wages t $X-J{xx 

Hours of Machine operation 20.0W 

Labour hours worked 24.000 

Overheads chargeable to the department 48,000 

On one order carried out in the department during the period, 
the relevant data were : 

Materials used Rs- 

Labour Hours 

Direct wages Rs- 3.^00 

Machine Hours 1,200 

Prepare a comparative statement of cost of this order by using 
the following three methods of recovery of overhead- : 

(i) Direct Labour Hour Rate Method ; 

(%%) Direct Labour Cost Rate Method ; 

(iii) Machine Hour Rate Method. 

Solution 

. (0 Direct Labour Hour Rate Method : 

„ . Overheads chargeable to the department 
Direct Labour Hour Rate-Labour hours worked- 

48,000 , 
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(ii) Direct Labour Cost Rate Method : 

Percentage of direct labour-Overheads for the department 

Direct wages 

"S- x,oo = 8o % 

(Hi) Machine Hour Rate Method: 

Machine Hour Rate=P^idsforihe department 

Hours of machine operation 

2-4 

20,000 S 


COMPARATIVE STATEMENT OF COST OF...ORDER 


Particulars 

Direct Labour 
Hour Rate 

Direct Labour 
Cost Rate 

Machine 
Hour Rate 


Rs. 

Rs. 

ks. 

Material used 

4,000 

4.000 


Direct wages 

3,300 

3.300 

3.300 

Prime cost 

7,300 

7,300 

7.300 

Factory Overheads : 

A! Rs. 2 per hr. for l .650 




labour hrs 

3.300 

• •• 


At 80% of Rs. 3.300 (direct 
labour cost) 

• •• 

2,640 


At Rs. 2 4 per hr for 1.2C0 
machine hours 

• • • 


2.8&0 

Works Cost 

10.600 

9.940 

BUS 






(3) Dual-hour rate method. Wherein a shop both manual 
labour and machines play an equaly important role, overheads are 
dassified into two categories— 


(:) those which relate to manual work, such as proportionate 
charge for lighting and foreman's salary, employee’s insu¬ 
rance premium etc. ; 

(ii) those which relate to machine such as depreciation, power, 
repairs, operator's wages etc. 


The former {i.e. i) when divided by the number of direct labour 
hours will give the direct labour hour rate, and the latter (i.e. ii) on 
being divided by the number of machine hours will give the machine- 
hour rate. A job will be debited with the amount of overheads cal¬ 
culated on the basis of these two rates. For example, if the direct 
labour-hour rate is Re. 1 and machine-hour rate is 50 Paise, a job 
requiring 10 direct labour hours and 15 machine hours should be 
debited with Rs. 17’30 (10 x 1 +15 x '50) as overheads. 
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DISTRIBUTION OF OFFICE AND ADMINISTRATION 

OVERHEADS 1 

The procedure for distribution of administration overheads is 
more or less the same as in case of factory overheads. All items of 
administration overheads are grouped under suitable cost account 
numbers (as explained before). The administrative overheads are 
then apportioned over the various administrative departments which 
act as cost centres for the purpose of collection and control of 
administration overheads. These cost centres ma> be general office, 
personnel department, secretarial department, law department, 
accounts department etc. The overheads capable of being identified 
with specific departments, are directly charged to them. The rest 
of the overheads are apportioned over various departments on an 
appropriate basis similar to that for factory overheads. 

. Since administration overheads constitute a minor portion of 
the total cost, it will not be advisable to follow a complicated 
method for their allocation. A blanket overhead rate 2 may be 
computed for the entire factory. The rate may be calculated 
according to any of the following methods : 

1 As a percentage to factory cost 

The formula for calculating the rate may be put as follows : 
Administration Overhead Rate 

Total administration overheads v 
— ., , p X 1UU 

lotal factory cost 

2. As a percentage to factory overheads 

The formula for calculating the rate may be put as follows : 
Administration Overhead Rate 

Total administration overheads 
Total Factory overheads 

3. As a percentage to sales 

The formula for calculating the rate may be put as follows : 
Administration Overhead Rate 

Total administration overh eads 
Total Sales 

4 As a percentage of conversion cost 

Conversion cost includes the cost of direct labour, direct 
expense* and factory overheads. The formula for calculating the 
administration overhead rate may be put as follows : 

Admir.htration Overhead Rate 

Total administra tion overheads 
Total conversion cost 


X100 


XlOO 


X 100 


;. For the sake of convenience the term "administration overheads" has 
been used throughout in place of the term "office and administration overheads." 

Blanket overhead rate means a single overhead rate for the entire 
factory without gains into details regarding expenses incurred in each department. 
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5. As a percentage of gross profit 

% 

The rate may be calculated as follows : 

Administration Overhead Rate 

_ Total administration overheads 
~ Gross VTrfit X100 

Gross Profit means the profit of the concern as a whole before 
charging administration, selling and distribution overheads. The 
percentage when applied to gross profit made on a particular pro¬ 
duct (i.e , selling price—manufacturing cost of the product) will 
give the amount of administration overheads to be charged to that 
product. 

The last three methods are most equitable out of the methods 
explained above. However, methods (1) and (3) are extensively 
used on acount of their simplicity. Method (2) is most uncommon. 

The above accounting treatment of administration overheads 
is based on the presumption that administration overhead is a 
separate functional element of cost. However, there are two other 
accounting practices which are now being used to a limited extent. 
They are : 

(1) Exclusion of administration costs from production 

The administration cost, according to this practice is transfer¬ 
red to costing profit and loss account. Those who favour this treat¬ 
ment agrue that administration costs are not directly concerned with 
the production function of the organisation and, therefore, should 
not be included in the cost of production. However, this cannot be 
taken as a very sound approach because administration costs relate 
to formulation of policies regarding every aspect of business includ¬ 
ing production. In these days of planning if will be unwise to be¬ 
little the importance of formulation of policies. 

(2) Apportionment of administration costs between 
manufacturing and selling divisions 

The persons advocating this treatment say that an organisation 
has only two functions to perform, namely production and selling, 
and therefore administration costs should be apportioned between 
these two divisions. The ultimate effect of this treatment is that 
administration costs lose their identity and are merged with manu¬ 
facturing and selling overheads. But on account of difficulty in 
selecting a suitable basis for apportionment of administration costs 
between the two divisions, the method cannot be considered better 
and more reliable than the method when administration overhead is 
considered as a separate functional element of cost. 

Illustration 49 

An engineering firm has three departments. The budgeted ex¬ 
penses for the ensuing year are— 
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Materials 1U.UUU iu.uuu /,y/u 

DirectWages 7,950 

Direct Expenses 228 90 

Works Expenses 9,760 6 588 6,110 

Administration Expenses 2,688 2,560 1,989 

Direct labour hours 7,808 5,764 4,888 

Works expenses are charged to output at a man-hour rate and 
administration expenses are charged as a percentage on works cost. 

What price should be charged to Job 61, to include a profit of 
10% on cost, on which the direct costs are as follows :— 



Deptt. A 

Deptt. B 

Deptt. C 


Rs. 

Rs. 

Rs. 

Materials 

420 

300 

240 

Direct Wages 

450 

350 

335 

Direct Expenses 

10 

— 

— 

Direct labour hours 

240 

216 

200 


Rs. 

6,110 

4,888 

1*25 


Solution 

COMPUTATION OF DIRECT LABOUR-HOUR RATE 

Deptt. A Degtt. B Deptt. C 

(а) Works Expenses 9,760 6,484 6,110 

(б) Direct labour hours 7,808 5,764 4,888 

(c) Direct labour-hour rate 125 1125 1*25 

COMPUTATION OF PERCENTAGE OF ADMINISTRATION 

OVERHEADS TO WORKS COST 

Deptt. A Deptt. P Deptt. C 
Rs. Rs. Rs. 

Materials 10,0:0 10,000 7,970 

DirectWages 13,664 8,784 7,930 

Direct Expenses 176 228 90 

Works Expenses 9,760 6,588 6,110 


Deptt. C 
Rs. 
7,970 
7.930 
90 

6,110 


(<0 Works Cost 


33,600 


25,600 


(e) Administration Expenses 2,688 2,560 

Adm. Exp. as a percentage of Works Cost 8% 10% 

COMPUTATION OF SELLING PRICE FOR JOB 61 


22,100 

1,989 

9% 


Deptt. B Deptt. C 



Materials 
Direct Wages 
Direct Expenses 


Works Overheads 

240 hrs. @ 
216 hrs. (| 
200 hrs. (x 


Prime cost 

Rs. 1*25 
Rs. 1125 
Rs. 1 25 
Works cost 


Administration Overheads: 

8% of Rs. 1,180 
10% of Rs. 893 
9% of Rs. 825 

Total Cost 


1,180 

944 



74-3 


899 3 
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Rs. 

Total Cost of Job 61 (1274 4+982 3 + 899 3) 3156 

Profit at 10% on cost 315 6 

Selling Price 3471*6 

DISTRIBUTION OF SELLING AND DISTRIBUTION 

OVERHEADS 

Technological improvements and automation have greatly decreased 
the cost ol production these days but the total cost has not been 
lowered on account of rise in selling and distribution costs. 
Ordinarily the administration cost does not exceed 10% of the total 
cost of product while selling and distribution cost forms about 25% 
to 50% of the total cost of product. Proper accounting of selling 
and distribution cost (also known as after-production coat) is, there¬ 
fore, absolutely essential. 

Selling and distribution overheads may be put into two 
categories : 

({) Direct overheads. These are overheads which can be 
directly identified with a particular product or products. For ins¬ 
tance, cost of special sales efforts made for the sale of a particular 
products, packing and transport charges incurred for a special pro¬ 
duct, relate to that product only and therefore such expenses should 
be charged directly to that product. It is to be noted that no item 
of factory overheads can be directly identified with cost units. If it 
is so, such item ceases to be an overhead item. 

(%%) Indirect overheads. These are overheads which cannot 
be identified with particular product or products. Such overheads 
will have to be apportioned in the same way in which factory over¬ 
heads are apportioned. The procedure is explained below : 

Collection and classification of overheads 

Selling and distribution overheads should be classified into a 
.lumber of basic types in accordance witn their nature and object, 
such as advertising, exhibitions, displays, bad debts, depreciation, 
discount, freight, heating insurance, lighting, packing, postage, 
commission, rent, repairs etc. Each type should be given a suitable 
account number termed as Coat Account Number . Items of expenses, 
as and when incurred should be booked to the Cost Account JMumber 
to which they belong. 

Departmentalisation of overheads 

Selling and distribution overheads analysed according to their 
nature and type (as stated above) should further be allocated to one 
or the other of the following functions (or cost centres or depart¬ 
ments) to which they relate. In case an item can not be allocated 
to a particular function, it should be apportioned on an equitable 
basis. This has been explained below : 

1 . Direct petting. Costs incurred on sales executives, sales 
staff, sales office expenses etc. should be allocated under this head. 
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9 Advertisement and sales promotion. Costs incurred 
on exhibition, posters, cinemas slides, distribution of samples etc., 
should be put under this head. . n 

3. Credit and collection. Costs incurred on debt collection, 
bad debts, legal costs etc., should be allocated under this head. 

4 Financial and general administration. Co$ts such as 
royalty on sales, cost of investment in stock, sales invoicing, main¬ 
tenance of accounts etc. should be put under this head. 

5 Transportation. Costs such as demurrage, insurance for 
goods in transit, maintenance staff, depreciation of transport vehic¬ 
les etc., should be put under this head. 

6 Warehousing and storage costs. Costs such as secondary 
packing for storage, warehouse rent, internal transport, insurance 
etc. should be put under this head. 

C >sts of each of these cost centres should then be apportioned 
to various areas or territories etc. in which the sales are effected on 
an equitable basis. This has been illustrated in the following table. 


Function 


2 . 

3. 


Direct Selling 
Advertisement and 
sales promotion 
Credit and collec¬ 


tion 


4. Financial 


5. General adminis¬ 
tration 


Total 


Basis of 
apportionment 


Allocation 
Sales value 

(/) No. of orders 

or 

(U) Cash collected 
(0 Sales Value 
or 

(ii) Value of stock 
(0 No. of orders 

or 

(//) No. of invoices 


Total 


Rs. 


Territories 


I II 
East West 


Zone 

Rs. 


Zone 

Rs. 


Ill 

North 

Zone 

Rs. 


IV 
South 
Zone 
Rs. 


Absorption of overheads 

The selling and distribution overheads of each territory, area 
etc. should be charged to different products sold in that area or 
territory on a suitable basis. This may be done by any one or more 
of the following methods : 

1 . A rate per article. This method is suitable for appor¬ 
tionment of costs such as warehousing, transportation, advertise¬ 
ment etc. The rate is obtained by adding up all such costs and 
dividing by the number of products sold in that territory during a 
certain period. ^ 
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^i 4 JT r< ^ tmge ° f “***, ThU “ suitab,e for apportion- 
m«it of direct selling costs, general administration, finance costs and 
miscellaneous expenses. For example, if the total of such costs 

10 >?°° and are Rs. 1,00,000, an addition 
oi 1 U / 0 of the selling price should be made to the cost of the product 
to cover all such costs. r 

3. A percentage of works co.«. This method may be used 
' n n 5““.^ , . ere “.^‘‘"Ct-on is intended to be made between fixed 
»nd variable selling and distribution overheads. Variable selling 

fi^ !f.^v are / rg l ed accord *f 1 K to any of the above methods whill 
fixed overheads such as rent of the show room, salesmen salaries etc. 
are charged to different products as a percentage to works cost. 

4. A percentage of caah collected This method may be 
used for apportionment of credit and collection costs such as bad 
debts, legal expenses etc. 

However, in those cases where indirect selling and distribution 
overheads are negligible or the size of the concern is small, classi¬ 
fication of overheads territorywise and then charging overheads of 
each territory itemwise to different products may not be considered 
desirable. In such rases a single selling and distribution overhead 
absorption rate may be calculated by any of the following methods : 

(*) A rote per article. The rate is obtained by dividing the 
total selling and distribution costs by the number of products sold. - 

(»») A percentage of selling price. The percentage is obtained 
on the basis of the following formula : 

Total selling and distribution ov erheads 

Total Sales X 100 

(«i) A percentage of works coat. The percentage is obtained 
on the basis of the following formula : 

Total selling and distribution overheads „ 

Total works cost x 


X 100 


The second (a percentage of selling price) method is commonly 
used since it is more logical and reliable. 

Illustration 50 

The works cost of a certain article is Rs. 400 and the selling 
price is Rs. 800. The following direct selling and distribution 
expenses were incurred : 



Rs. 

Freight and Carriage 

40 

Lj su ranee 

10 

Commission 

60 

Packing Cases 

10 


The estimated fixed selling and distribution expenses for the 
year were Rs. 30,Q0u and the estimated value of sales for the year 
was Rs. 1 .50 non 
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You are required to set out the final cost of the* •rtjjj* "*“§ 
the method of percentage on sales to recoup fixed sellsng and 

distribution expenses. 

Solution 

The percentage of fixed selling and distribution expenses to 
the estimated value of sales is— 

-tw xMW “ 20% 

Final Cost of the article : 

Rs. Re¬ 
works cost ^ 

Selling and Distribution Expenses : 

Variable : Freight and Cartage 40 

Insurance 10 

Commission «0 

Packing Cases 10 

120 

Fixed—20% of Selling Price 160 

Total Cost 
Profit 

Selling Price 


Illustration 51 

A company is producing 3 types of products A, B and O. The 

sales territory of the company is divided into 3 areas X,Y,Z. The 

estimated sales for the year 1979 are as under — 



The budgeted advertising cost is as under— 

Territory 

X r Z Total 

Rs. Rs. Rs. Rs. 

Local cost 3,200 4,500 4,200 11,900 

General — — — 5,800 

You are required to find the percentage of advertising cost on 
sales for each area and product showing how you will present the 
statement to management. 


Islgils 
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Solution 


APPORTIONMENT AND ALLOCATION OF ADVERTISING COST 

AREAWISE 




Area 

Item 

Total 

X 

Y 

Z 


Rs. 

Rs. 

Rs. 

Rs. 

Local cost 

General cost 

(2% on estimated sales) 

11.900 

5,800 




Total costa 

1SZZ3 


6,300 

■E1 

Sales 

2,90,000 




Advertising cost as a percentage of 
tales 

-1 

-1 

6 % 

-1 

1% 

5-5% 


APPORTIONMENT OF ADVERTISEMENT COST 
PRODUCTWISE 




Production | 

Items 

Total 

A 

B 

c 

Area X 

4,800 

3.000 

1,800 


@ (6% of sales) 


Area Y 

6,300 


— 

4.900 

(7% of Sales) 

Area Z 


4.400 

6,600 

2,200 

(5-5% of Sales) 


Total Cost 

17,700 



7,100 

Sales 

2,90,000 


1 ,10,000 


Advertising cost as a percentage of 





Sale- | 

- 

| 6-34% 

5-64o/o 

6-45o/o 


Illustration 52 


Prosperous Ltd. sells its goods directly through salesmen in 
three zones A, B and C . The company keeps accounts under three 
sales service departments at the headquarters besides the three zones. 
The following information is supplied to you for the month of 
March, 1979. 
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Zones 


Department 


Items 


General Shipping Credit Total 
and and and 

Adver- ware- Collec- 

tising house tion 


1 , 00 , 00 * 

50,00 



Net Sales ^ ^ 50,000 
'Sale* equipment ^ ^ 
Supplies 

(Rs.) 6 

Salesmen’s 

Salaries 

(Rs.) 3,750 

Office Salaries 

(Rs.) 

Travelling 
expenses 

(Rs) 

Floor Space 
(Sq. ft.) 


Details regarding other expenses are as follows : 

Rs. Basis of Distribution 

'rintinn and nth^r expenses 200 Allocate to general 


Subscription and other expenses 
Advertising 

Rent, r^tes on buildings 
Fire insurance on buildings 
Depreciation of sales equipment 
Light and water 


200 Allocate to general 

and advertising deptt. 

5.D00 Net sales 

400 Floor space 

100 Floor space 

500 Value of equipment 

200 Floor space 


Selling costs of general and advertising department as well as 
credit and collection department are to be apportioned over- various 
zones on the basis of net sales. The shipping and warehouse expen¬ 
ses are to be charged in the ratio of 4 : 2 : 4 to zones A, B and C 
respectively. 

From the above information you are required to determine a' 
selling and distribution overhead rate based on sales for each of the 
territories. 
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2S2 

Solution 


OVERHEADS DISTRIBUTION SUMMARY 




D r\ \ c 

Departments 

Zones 

Item of expense 

Amount 

oasis oi 
Apportion¬ 

«2 

t 8 

«§ 



■ 



ment 


Ms 







gS 

o —i 

CX-G 

.Is 

55 

j> = 

A 

B 

C 




O « 

5 t 

u8 




Salesmen Salaries 

9.100 

Allocat ion 


U 


ilSS 

E8 

— 

2,450 

Office Salaries 

3,400 

•» 


E 

500 


_ 

_ 

Subscription Sc 






ns 



others 

200 

»» 

1 


— 

H 

— 

... 

Advertising 

5,000 

Net Sales 

— 


— 

2,500 

1.500 

1,000 

Travelling expenses 
Rent, Rates on 

900 

Allocation 

490 


290 

— 

— 

— 

buildings 

400 

Floor 







Fire insurance on 


space 

220 


60 

— 

— 

— 

buildings 

100 

** 

55 


15 

— 

_ 


Depreciation on 









sale equipments 

Light and water 

500 

Value of 
equipments 

84 


96 

144 

76 

58 

200 

Floor 




Supplies 

-1 

200 

Space 

Allocation 

110 

41 


30 

9 


B 

92 

Total Costs 

20,000 



&i piflv 


6,400 

B5 

3,600 

Cost of General Sc 









advertising deptt. 
apportioned 


Net Sales 




1,500 

900 

600 

Cost of credit & 









collection deptt. 
apportioned 


M 





m 

200 

Cost of shipping & 









warehouse deptt. 
apportioned 


4:2:4 

— 





600 

Total selling & dis¬ 







r~ 


tribution cost for 
zones 

m * 

20,000. 


— 


— 



5,000 
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COMPUTATION OF SELLING & DISTRIBUTION OVERHEAD RATE 


w *- 

1 


Zone 

Items 

Total 

A 

B 

C 

Selling and distribution costs 

Net Sales 

2 C.000 

1 ,00,000 

9,000 

50,000 

6,000 

30,000 

5,000 

20,000 

Selling and Distribution over¬ 
head Rate 

(as a percentage of sales 

20 % 

18% 

20 % 

25% 


Actual v. pro determined overhead rates 

Overhead rates may be determined either on the actual 
(historical) or predetermined basis. 

Actual overhead rate. This rate is calculated by dividing 
the actual overheads to be absorbed by the actual quantity or value 
of th^base selected. The rate can be calculated only after the costs 
have been actually incurred. It may be calculated after * montb 
or year or any other period which the concern may choose accor¬ 
ding^* its convenience. Assuming that overhead rate is worked 
out monthly, the formula for calculating the rate may be put as 
follows : 

Actual overhead expenditure 


Actual Overhead 


_ during the month _^ 100* 

Rate - ^ clua | t> ase f or the month 


Example 

Rs. 


Factory overheads 

for the month of January 

Wages for direct labour 

for the month of January 

If the factory of overhead rate is calculated 
of direct labour, it will be : 


10,000 

40,000 

as a percentage 


10,000 

“40,000 


X 100 = 25% 


Pre-determined overhead rate. This rate is determined in 
advance of the incurrence of the overhead expenditure. This pre¬ 
determination is made on the basis of proper information. It is 
computed bv dividing the budgeted overheads for the accounting 
period (usually a year) by the budgeted base for the period. The 
formula is : 


If it to be expressed as a percentage. 
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Pre-determined Budgeted overheads for the period 
overhead rate Budgeted base for the period X 10 °* 

Overheads are generally not absorbed on the basis of actual 
overhead rate on account of the following reasons : 

1. An actual overhead rate can be known only alter the 
expenditure has been actually incurred. This means costs 
can be determined only after the end of the accounting 
period. Management on the other hand is interested in 
knowing the costs in advance for the purposes of deter¬ 
mination of selling prices, accepting tenders etc. 

2. Cost accounting can serve as an effective tool for control 
of costs only when the costs are known in advance. Actual 
overhead rate does not help in achieving this objective. 

3. Certain payments like insurance premium, rent etc., are 
made only periodically. Besides that actual volume of 
activity is affected by seasonal and cyclical factors. Thus 
the actual overhead rate is liable to wide fluctuations. It 
will be, therefore, difficult to compare the production 
cost from period to period. The following example 
relating to calculation of monthly actual overhead rate of 
a seasonal factory clarifies this point :— 


Month 

Actual factory 

Actual 

Head rate | 

Overheads 

production 

unit 


(Rs.) 

(units) 

(Rs.) 

January 

2,000 

1,000 

200 

February 

2.000 

1.000 

2 00 

March 

3,000 

4,000 

•75 

April 

May 

4,000 

7,000 

•57 

4.000 

8,000 

•50 

June 

4,000 

8,000 

•50 

July 

4,000 

6.000 

•67 

August 

4,000 

6,000 

•67 

September 

3.000 

2,000 

1-50 

October 

2,000 

1.000 

200 

November 

2,000 

1,000 

2 CO 

December 

2,000 

36,000 

1,000 

46,000 

200 


According to the above table overhead rate for the month of 
January is Rs. 2 per unit while that for June is only 50 paise per 
unit. Thus, if production for different months is charged at differ¬ 
ent overhead rates, the results will be unreliable. It is, therefore, 
appropriate to determine the overhead rate in advance for the full 
budget period (usually a year). In the present example it will come 
to about 78 paise per unit (presuming that budgeted output and 
budgeted expenditure is the same as actual output and expense). 
The output for each month will be charged at this uniform overhead 
rate. 


•If it is to be expressed as a percentage. 
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Over and under-absorption of overheads 

Where overheads are ch * r 8^ e'at^he endofThe account- 

basis of a predetermined overhead fate, at the equa l to 

ing period the total overheads c *“£g , . e ,)j e amount 

actual overheads incurred during that period. 4 actual 

of overheads recovered from production is more thar» the;«« ^ 

overheads, there is said to be over absorption over h e ads” The 
reverse case it is termed as “under-absorption of o^rheads ^ 

under-recovery or over-recovery may be on account of y 
more of the following reasons : 

(») Wrong estimation of overhead expenses. 

(n) Wrong estimation of output or hours to be worked. 


(Hi) Seasonal fluctuations. 

(iv) Under or over-utilisation of production capacity. 

Disposal of under or over absorption of overheads 

Any of the following methods may be adopted for disposal of 
over or under absorption of overheads, depending upon the circum¬ 


stances : 

1. Carrying over of overheads 

The amount of under or over-absorbed overheads may be 
carried over to the next period in the following circumstances : 

(а) In case of a seasonal factory, the balance of a period 
(month, quarter or half-year) may be carried forward to the next on 
the presumption that it will be counter-balanced at the end oi the 
accounting year. 

(б) In case of business where output is affected by business 
cycles and overhead rate has been pre-determined for a period o 
more than one year, the balance of a year may be transferred to 
next year’s accounts and so on. 

(c) In case of a new project, in the initial years the balance of 
one year may be transferred to the next on the presumption that 
there will be more output in the next year which will absorb more 
overheads. 


2. Use of supplementary rate 

In case it is observed that the actual and absorbed overheads 
cannot coincide (because of serious error in estimating overheads or 
selection of base or changed circumstances) and the difference is 
quite large, a supplementary rate may be found out. The cost of 
each job, order or process may be adjusted by applying this supple¬ 
mentary rate. The rate may be calculated as follows : 


Supplementary Rate= 


Amt. of over or under absorbed overheads 
Actual base 


Example 

Rs. 


Over-absorbed overheads 
Actual hours.(base) 


5,000 

10,000 
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The supplementary rate will be 50 paise per hour. 

In case of under-absorption of overheads the rate is termed as 
positive, while in case of over-absorption of overheads, it is termed 
as negative. In case of under-absorption the cost of the job 
or product is increased by adding it more overheads on the basis of 
a positive supplementary rate and in Case ol over-absorption the 
cost of the job or product is decreased by deducting the extra amount 
of overheads charged by applying a negative supplementary rate. 

3. Transfer to costing profit and loss account 

In case the difference between actual or absorbed overheads is 
not very large or the difference is due to abnormal circumstances, 
such difference should be transferred at the end of the accounting 
year to the costing profit and loss account. 

Illustration 53 » 


A cost centre in a factory furnishes the following working 
•conditions • 


Normal working week 
Numbers of machines 
Number of weekly loss of hours on 
maintenance etc. 

Estimated annual overheads 

Estimated direct wages rate 

Number of weeks worked per year 

Actual results in respect of a 4-week period are : 

Overheads incurred 
Wages incurred 
Machine hours produced 


40 hours 
IS 

4 hrs. per machine 
Rs. 1,55,520 
Rs. 3/- per hour 
48 

Rs. 

15,000 

7,000 

2,200 


You are required to (a) calculate the overhead rate per 
machine hour and (6) calculate the amount of under or over- 
absorption of both wages and overheads. [C.A. Inter , May 78] 

Solution 


15 

36 

48 

15x36x48=25,920 

Rs. 1,55,520 

1,55,520-r 25920 or Rs. 6 


(а) Number of machines 
Effective hours per week 
Number of weeks per year 
Effective hours per year 
Annual overheads 

Overhead rate per machine hour 

(б) Overheads absorbed : 2200 hrs x 6=Rs. 13,200 

Overheads incurred : Rs. 15,000 

Overheads under-absorbed Rs. 1,800 

Wages absorbed : 15x40x4x3=Rs. 7,200 
Wages incurred Rs. 7,000 

Wages over-absorbed Rs. 200 


Illustration 54 

The total overhead expenses of a factory are Rs. 4,50,608. 
Taking into account the normal working of the factory, overhead 
was recovered from production at Rs. 1*25 per hour. The actual 
hours worked were 2,93,104. How would you proceed to close the 
books of accqunts, assuming that besides 7,800 units produced of 
■which, 7,000 were sold, there were 200 equivalent units in work-ini 
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progress. On inves l iga t ion it wa S Jound 

r d rh Sdir °^r n anS f ‘^.her 50% was due ,o factory , 
inefficiency. 

Solution 

Unabsorbed overheads 


Overheads --mredfrom production } 
Actual overheads 


Rs. 

3.66.380 

4.50.608 

”84.228 


Ou. ot ,h, »U. ~b,IS 

due to .ncrease m the f Rs g4 228) shou i d , therefore, .be 

barged to uni.fproduced by means of supp.ementary rate. 

Supplementary Rate : u nabsorbe( j overheads Rs. 42 U4 

Units produced (7,800 + 200) . 42 114 \ 

... Supplementary Rate is Rs. 5.26425 per unit ( 87600“) 

Apportionment of overheads 

The amount of overheads of Rs. 42,114 will be apportioned 
between C cost of sales, finished goods and work-m-progress as 

follows : 17.000 x 5-26425) - 36 - 849 7? 


Cost of sales a/c (7.000 * 

Finished goods a/c (800 x 5 26425) 
Work-in-progress a/c (200 x 5 26425) 


36,849 75 
4,211-40 
1,052 85 

Rs 42,114 00 

The balance of Rs. 42,114 (50% of Rs. 84.22B) which repre¬ 
sents unabsorbed overheads on account of factory s inefficiency (an 
abnormal factor) should be transferred to costing profit and loss 

account. 

QUESTIONS 

THEORETICAL . 

(а) Wha , ar e "overheads.” Discuss the different stages involved in 

their distribution. 

(б) ^"•'.‘c^.untTum^r and standing order number : 

(ii) allocation and apportionment of overheads. 

2- ~ thestm 1 that *ar e ^ie c«sar? ^e ^ computation of the -Direct 

. r n^what f re^pcctsU ‘‘Direct Labour Hour Rate** method 

absorbing overhead d.fferem from "Percentage on Direct Wage£ -effiod 7^ 

.^ior^^r" 0 ** 0 " •■ Direc ' 

4 Wh.t are the requisites of a good method of ^pbon ^factory 

overheads? . . . „ . 

5 What is the difference between “apportionment of overheads and 
•absorption of overheads’*. State with the help of imaginary figures how would 
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you make the apportionment of overheads in the Production Departments and 
Auxliary Services. (8. Com. Rohtak, April 76) 

6. What are the common bases used for the absorption of overheads in 

products ? Explain fully. ( l.CW.A. Inter, June *74) 

7. How would you deal with reciprocal costs ? Explain fully. 

0 l.C W.A. Inter June ’75) 

8. Describe the various methods of apportioning factory overheads. 
Which of these methods do you consider most scientific and why ? 

(B. Com. Pass Delhi , 1974) 

9. (a) What do you consider to be a suitable basis for the absorption of 
factory overheads ? Give reasons. 

(6) Explain the causes of •‘over-absorption** of factory overheads. 

(B. Com. Delhi, 1972) 

10. (a) What are principle bases or methods for apportionment of overhead 
expense among departments ? Name the overheads for which each basis or 
method will be suitable. 

(6) Examine “percentage on materials** basis and percentage on *direc' 
wages* basis as methods of charging overhead to production. 

(B. Com. Delhi, 1970) 

Hi Discuss the pros and cons of applying the following methods of 
allocating factory overheads 

(i) Percentage on Direct Labour. 

(ii) Percentage on Prime Cost. 

(iii) The Machine-hour Rate. ( C.A. Final ) 

12. What are the methods of distribution of service department overheads 

to production departments. (l.C.W.A. Inter.) 

13. Define “selling overhead** and “distribution overhead**. Give four 
examples of each. Explain how selling overheads are allocated to products. 

0 l.CW.A . Inter.) 

PRACTICAL 

14. The following data were obtained from the books of a Light Engineer¬ 
ing Company for the half >ear ended 30th September, 1978. Calculate the 
departmental overhead rates for each of the production departments assuming 
that the overheads arc recovered as a percentage of direct wages :— 




Production Departments 

Service Departments 



A 

B 

IB 

X 

Y 

Direct wages 

Rs. 



5,000 

1,000 

1,000 

Direct Materials 

Rs. 



2,000 

1,500 

1,000 

Employees 

Electricity 

Nos. 



150 

50 

50 

Kwh. 



ikiVai 

2,000 

3,000 

Light points 
Assets values 

Nos. 

Rs 



_ AVilaf. 



Area occupied Sq. yds. 




200 



The expenses for 6 months were : Rs. 

Stores overhead 400 

Motive Power 1.500 

Electric Lighting 200 

Labour welfare 3,000 

Depreciation 6,000 

Repairs and Maintenance 1,200 

General overheads 10,000 

Rent and Taxes 600 
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overhead rates : A —162-8%, B —144 4 /0 . C 146 8 /0 J 
15. The details given below pertain to the Power Service Department of 



j Producing Depts. 

Service Depts. 

--• 

Horse Power Hours 

A 

B 

X 

Y 

Needed at capacity production 

Used during the month work 

10,000 

8,000 v 

20.000 

13,000 

12,000 

7,000 

8.000 

6,000 


Daring March, the expenses of operating the Power Service Deparmcnt 
amounted to Rs. 9,30,000 ; of this amount Rs. 2,50,000 were considered to be 
fixed costs. 

Show what amount of the operating expenses should be allocated to each 
producing and service department. Explain the method used and state its 
advantages. ( C.A . Inter., May 1973) 

[Ans. A : Rs. 2.10.000 ; B : Rs. 3,60,000 ; X . Rs. 2,00,000 ; 

Y: Rs, 1,60,000] 

[Hint. Apportion Fixed Costs in the ratio of Horse powers hours needed 
at capacity production and variable costs in the ratio of horse powers actually 
used]. 

16. You are supplied with the following information and required to 
work out the production hour rate of recovery of overhead in Departments A, B 
and C. 




*> 

Production Departments 

Service 

Departments 

Particulars 

Total 

A 

B 

1 

O 

P 

Q 


Rs. 

Rs. 

ES 

Rs. 

m 

Rs. 

Rent 

12,000 


4,800 

2,000 

2,000 

800 

Electricity 

4,000 



500 

400 


Indirect Labour 


1.200 


1,000 

800 

1,000 

D;p-cci.i:io*» of M ic'i inery 


Mm 

1,600 

200 

500 

200 

Sundries 


910 

2,143 

847 

300 

300 

Estimated Working Hjuts 

■ 



1,400 
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Expenses of Service Departments P and Q are apportioned as under : 

A B C P Q 

P 30% 40% 20% — 10% 

Q 10% 20% 50% 20% — 

( C.A . Inter., May , 1971 ) 
[Aos. Deptts. A— Rs. 9 50, B— Rs. 6, C-Rs. 5) 

17. The New Enterprises Ltd. has Production Deptts. A , B and C and 
two Service Deptts. D and E. The following figures are extracted from the 
records of company. 

Rs. 

Rent and rates 5.000 

General lightings 600 

Indirect wages 1,500 

Power 1,500 

Depreciation of machinery 10,000 

Sundries 10,000 

The following further details are available : 


Floor space (Sq. ft.) 
Light points 
Direct wages (Rs.) 
H.P. of machines 
Value of machinery 

(Rs.) 

Working hours 


Total 


10,000 

60 

10,000 

150 

2,50,000 




The expenses of D and E are allocated as follows : 

A B C D E 

D 20% 30% 40% - 10% 

E 40% 20% 30% 10% 

What is the total cost of an article if its raw material cost is Rs. 50, labour 
cost Rs. 30, and it passes th rough Department A, B and C for 4, 5 and 3 hours 
respectively. ( cA - Inter > May 1975 ) 

fAns. Total overheads of Service Deptts. : D Rs. 4,831 and ERs. 2,058, 
Overhead Rates Deptt. A Rs. 150, B Rs. 2-30 and C Rs. 2 95J. 

(Hint. Apportion ‘sundries’ and ‘indirect wages’ in proportion to direct 
wages). 

18. The Production Department of a factory furnishes the following 
information for the month of October : 

Rs. 

Materials used 

Direct wages 45,000 

Labour hours worked 

Hours of machine operation JO.WO 

Overheads chargeable to the 

department 36,000 


36.000 


36,000 

30,000 


For an order executed by the department during the period, the relevant 

nformation was as under : 

Rs. 


Materials used 
Direct wages 
Labour hours worked 
Hours of machine operation 


6.000 

3,200 


3.200 

2,400 
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Calculate the overnead (%U&tt £«*•»<> 

methods*—(0 Direct materials costa percentage rate, W 

(i/0 Machine hour rat*. (CU »«'•. N ° v * „ i g80 , 

[Aat. (ORa-4.000. («)R*. 3^00. C«0R*.2.»») 

19. What is a Machine Hour Rate ? h following daU : 

Calculate the machinchour rate for M.ch.ne from ^ 

Cost of Machine R*. 1.000 

Estimated Scrap value 10,000 hour* 

8K'3SJ&%r v-kly u-w M 

Standing charges allocated to machine ^ 
per four-weekly pe. od. 

Power used by machine 


* 160 hour* 
Rs. 120 


4 units per hour ata 

cost of5paiseanfe>ur 

* < SSrttSI 

(Hint, rower Cos. will be only S pata machin «.honr rat* 

for *■ ro '’ hod “ 

(6) From the following information relating to the machine "Sbylock' 
installed in a factory : 

Calculate the machine hour rate: 

Purchase price of the machine with the scrap ^ 90,000 

value zero 

Installation and incidental charges incurred on ^ 10^300 

Life o?themachine is 10 years of 2,000 working 
houn each 

Repair charges 50% of depreciation 

Machine consumes 10 units of electric power 
per hour @ 10 paise per unit 
Oil expenses @ Rs. 2/- per day of eight 
Consumable stores @ Rs. 10/- per day of gh 

Two^voriters are engsged on the machine f (Hatu) DeUll- 707 Jt 
Rs, 4/- per day of eight hours^ R». lfOCK 

(Hint. 1« has peen presumed that wages ® Rs. 4/- por .day U «gr 

ach individual 3- - . reC0 ver *h e overhead expenses 

21. Calculate the machine-hour rate 10 row 

Indicated below hour 

Electric Power • 75 p 

Steam •% p 

Water 2 r * 

Repairs 
Rent 

Running hours 12 500 

Original cost **• 

Book value. 5*- 

Present replacement value Rs. li.aw 

Depreciation 


Per annum 


Ri. 530 
R*. 270 
2.010 


IHIM. Depreciation to be charged on original cost) 


71% per anauoi 
[Aas. Rs. 1-74J 
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22. Compute the machine hour rate from the following dati : 

Ri. 

Cost of Machine 1,00,000 

Installation charges 10,000 

Estimated scrap value after the expiry 

of its life (15 years) 5,000 

Rent and Rates for the shop per month 200 

General lighting for the shop per month 300 

Insurance premium for the machine per 

annum 960 

Repairs and maintenance expenses per 

annum 1,000 

Power consumption—10 units per 
hour 

Rate of power pcf 100 units 20 

Estimated working hours per annum — 

2,200 

This includes setting up time of 200 

hrs 

Shop supervisor’s salary per month 600 

__.JP]* ““chine occupies 1/4 of the total area of the shop. The supervisor is 
capected to devote 1/5 of his time for supervising the machine. P ' 

(fl. Com. {Hons.) Delhi 77) 
(Ans. 7*951 

[Hint, (i) Presume setting up time as unproductive time. 

W No current consumed during setting up.J 
A, B and C rfr? _l°H° w ' n 8 I* * schedule of cipeuses allocated to ihree machine. 



A 

B 

c 

Rent and Rates 

Rs. 

75 

Rs. 

59 

Ra. 

1 in 

Insurance *» 

2 

1 

iaj 

a 

Power 

128 

146 

273 

Supervision 

40 

30 

60 

Organisation (wages of clerks. 




time-keepers, foremen etc.) - 

10 

7 

is 

Stores Service 

20 

29 

46 

Tool setters 

93 

78 

129 

Tool Makers 

194 

145 

214 

Oil and Sundries 

8 

12 

7 

Depreciation and Repairs 

69 

100 

83 

« 

- 

639 

607 

951 

In addition to this expense, there was the expense 

of operation 

: an over- 

■eaa crane, which was necessary to bring heavy materials to the macb 

line. This 

expense was as follows— 






Rs. 


Power consumed by the crane 

227 


Wages of crane driver 


216 


Repairs 


28 


Depreciation 


49 


Oil and Sundries 


5 


Sundry charges allocated to the crane 

45 




570 
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The number of hours the machines were 


in use during the period repres- 


A 

160 

B 

130 

C 

480 

428 

577 

~~ 

"588 

707 

480 


With use of crane 
Without use of crane 


[Aos. Machine hour rate (without the use of crane) A, Rs. 109 ; 
B, Re. 0 86 ; C. Rs. 198 and crane Re. 0 74) 

Machine hour rate for A = • Similarly 


(Hint. 


.,.for B and C 

588 hrs. 

Machine hour rate with the use of crane will be Machine hour 
rate without the use of crane-t-Machinehour ®»r theCMD" 
e 2 A Rs. 109+Rs. 0 74=>Rs. 183 and so on for B and C). 

24. The following figures have been extracted from the budgets of a manu¬ 
facturing concern for the year ending December 31, 1975 : — 

Salaries A 

Lubricants and indirect materials : 

Machine Tnop No. I 

3 


•• 

»• 


•• 

•• 


400 

600 

200 


Repairs : 

Machine Shop No. 1 

»• M •» ^ 

I* »• •» * 

Depreciation 
Power 
Insurance 
Lighting 

Share of service section expense apportioned to 
Machine Shop No. 1 

3 


»» 


»» 

»» 


»» 

I* 


1.000 

2.000 

1.000 

23,000 

5.400 

2.400 
800 


600 

600 

400 


Machine 

Shop 


Machine 

hours 


1 1.000 

2 3.000 

3 2,000 

(a) Calculate machine-hour rates of ove 
\ the machine shops, and 

(b) Calculate the cost of a job which pas 
' in a ‘straight line.* The direct mater 

of the job are Rs. 200 and Rs. 40 respi 
..ours utilised are as follows : 

Machine Shop No. 1 

•t •• 2 


Floor area* 

Value of 

Horse 

(sq. ft.) 

Plant and 

Pow 

Machinery 

Rs. 

of 

raoto 

1,000 

1,00.000 

50 

2.000 

80.000 

30 

1,000 

60,000 

20 


ad absorption for each of 

through the three shops 
and direct labour costs 
vely, and the machir 

2 hours 
5 .. 
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[An*. Machine No. 1 Rs. 13-70 ; Machine No. 2 Rs. 10 37 ; Machine No. 3 
Rs. 8-80 ; Cost of the job 354-45.] 

[Hint. Power has been apportioned on the basis of horse power of mach¬ 
ines xmachine hrs., salaries according to machine hrs., and de¬ 
preciation on the basis of machine values x machine hrs. 

25. Compute the machine hour rate from the following data : 

(/) Total machine cost to be depreciated Rs. 2,30,000 
(«) Life : 10 years. 

(///) Depreciation on straight line 
</v) Departmental overheads (annual) 


Rs. 1.500 
1.S00 
200 


Rent 50,000 

Heat and Light 20,000 

Supervision 1,30,000 

(v) Departmental area 70,000 Square feet 

Machine area 2,500 Square feet 

(W) 26 machines in the department 

(v//) Annual cost of reserve equipment for the machines Rs. 1 500 
tvlil) Hours run on production 1S00 

(**) Hours for setting and adjusting ’ 200 

(x) Power Cost Re. 0 50 per hour of running time 
-if!) Labour (a) When setting and adjusting, full ti mc attention 

(6) r«l u r.‘chines “ producin «- on ' can look after 
( xii) Labour Rate Rs. 6/- per nour 

(C A . Inter, May 1973) 
[An*. Machine Hour Rate Rs. 20141 
[Hlnfs. (/) Machine cost in only for one machine. 

(//) Take setting up time as non-productive time. 

( "° xfU. 2 LRs bO 4 . 800 O p.a ODC ml “ :hine “ 200 hrsxRs. 6+1800 hr 

<,V) mach[n'°equafiy rV ' S '° n a ° d reserve e <l u 'Pmeiit costs over all 

(v) Presume no power consumption during selling up 
<W) Apportion rent, heat and light on the basis of area]. 

26. Following is the information about the production and amount of 

pad rfnrntM nf a vavina fannrv *_ u 1 Ul 


Month 

Direct labour 
hours 

Direct labour 
wages 

Factory 

overhead 

January 

1.050 

600 

300 

February 

1.100 

700 

350 

March 

1.600 

750 

400 

April 

1,800 

750 

450 

May 

2,500 

1,250 

550 

June 

3,050 

1,600 

600 

July 

2.500 

1,300 

550 

August 

1.750 

750 

500 

September 

1,500 

750 

400 

October 

1.250 

600 

350 

November 

1,000 

500 

300 - 

Decern ncr 

900 

450 

250 

Calculate the overhead absorption rates on the basis of 

ri) dirnrr Hhnnr 

and <//) direct labour wages, 
able. 

State which of the two bases you corsidw 



245 


OVERHEADS—DISTRIBUTION 

Find out the cost of «be Job No. 101 applying «he rate, worked out above. 
The direct costs of the job are— 

R». 

Direct Materials 
Direct labour hours 

0 50% ; cos. of the iob ; (0 *• 701 

Direct hour rate method seems to be more equitabl • 

27. A machine shop contains four newly W 

practically equal amount of space and costing respective y 

A Rs. 20.000. B Rs. 25.000. C Rs. 30.000 and D Rs. 40.000. 

The following are the expenses per annum of the machines op. 


pying 


Rent 

Rates and water 
Light and heat 
Power A 
Power B 
Power C 
Power D 

Administration . 

Running expenses works sundries repairs etc. 


10.000 

4,250 

3.150 

5.100 

5.000 

12.000 

14.500 

9.500 


r __20.000 

Prepare a machine hour rate for each machine aMumio« 4J how ^ 
50 weeks per year. 80% utilisation and the life of machine be.ng 10 y 
out any scrap value. (C-4 . ffe.1) 

Standing charge, per machine 


[Ans. 

(Hint. 


Standing cnarge, per xamentu* 1 uoi o—Rs 

Machines : A~ Rs. 5-87, B—Rs. 6 58. C—Rs. 11 23, u 

v _ Running expenses have been apportioned on the basis o capi a 

values). - — 

28. K.S.D. Coy. Ltd. has three manufacturing departments A, too 
one service department S. . 

The following particulars are available for one>nontJii of iJ work^n* 
of t hours each day. All departments work all days w.th full attendance . 

- • . . n_. J...i.nn PrAn 


Expenses 


Power &. Lighting 

Supervisor’s saiary 

Rent 

Welfare 

Ot h ets 

Su aervisor’s Salary 
Number of workeis 
Floor area in sq. ft. 
Service rendered by 
service department to 
production department 


Total Service Production Production 



Deptt. 

Deptt. 

Depit. 


S 

A 

B 

Rs. 

Rs. 

Rs. 

Rs. 

1,100 

•2.000 

500 

240 

200 

300 

600 

1,200 

200 

200 

400 

20% 

30% 

•30% 


10 

30 

40 


500 

600 

800 


Production 
Deptt 

C 
Rs. 

360 


400 

i0% 

A) 

600 


50% 


30% 


20 % 


WIIUU U^OIIIIIVH. . n 

Calculate the ‘Labour-hour Rate* of each of the dipartm:nts A , B and 

(Kamatak M. Com.) 

(Ans. A Deptt.—30 paise ; B Dep«.-25 paise ; C Deptt.-40 paise] 

29. A match factory tells its goo& in four district ? oaes-South North. 
* ‘ You have been given the following particulars in respect ot 


East and West, 
each zone: 
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Zones 

Net sales 
(in lakhs) 

Rs. 

No. of 
salesmen 

Rs. 

Average 
Mileage 
covered 1 

Advertis¬ 

ing 

budget 

Stock 
held at a 
time 

(in lakhs) 
Rs. 

Trans¬ 

portation 

charges 

South 

5 00 

30 

3,000 

25% 

200 

25% 

worth 

1330 

50 

4,500 

30% 


50% 


K3 

20 

2,700 

25% 


15% 

West 


25 

2,400 

20% 


10% 


Tb* following are the expenses of the previous year: 


Rs. 


Sales mauM K ci ana nu csiaolishment 62.CXX) 

Travellm epresentatives salaries 36 OCX) 

Travelling representatives travelling allowance 12,000 

Advertising 24,000 

_ . KS. 

Gooown rent at out-stations : 

South rone 7,500 

North „ 10,500 

East „ 4.800 

West „ 3.600 26,400 


insurance on inventories at out-stations 12 200 

Commission on sales @ 2J% 62^500 

Transportation charges outward 36 C00 


2.71,100 


You are required to compute selling overhead rates as a percentage of 

sales 

[Ana. South 12 2%, North 9 6%. East 12-2% and West 12 5%) 

(Hint. Apportion sales manager salary etc. and commission on the basis 
of sales, Travelling representatives salaries-number of men. 
Travelling allowance-number of menx mileage. Advertising 
budget rates. Insurance—Value of stock). 

30. Due to various variable factors, a manufacturing organisation is 
laced with the problem of under absorption of overhead and as such the manage¬ 
ment decided that supplementary rates of overhead charges will have to be 
worked out every year for charging to the jobs. Following are available : 


Items ol expenses 

Shop A 

in Rs. 000) 

Shop B Shop C 

“General 

(a) Direct labour hours 

300 

200 

100 

__ 

(6) Direct labour cost 

450 

300 

150 


(c) Indirect stores 

50 

30 

15 


<«/) Indirect stores 

75 

60 

SO 

30 

(e) Establishment 

(/) Power and fud 

150 

100 

90 

180 

30 

25 

20 

5 

(/) Miscellaneous expenses 
(A) Depreciation 

80 

120 

100 

240 

40 

30 

20 

7 

(/) Theft of cash 

_ 



Mafe-. a* 

(J) Abnormal piferage of store: 

50 

— 

— 

— 
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(*) Interest on working capital TT 35 21 16 

(/) Annual bonus .JJ 100 75 — 

(m) Incentive bonus g 5 10 

(n) Arrears of salaries, wages etc. __ __ 50 

io ) Dividend 

Existing rate of overhead per 2-70 — 

labour hour 

tary overhead rates for each shop and give your views, if an J cjy A NSm June *75) 

[Ans. Supplementary positive overhead rate. Shop A ; Re. 0 51 Shop B 
Re. 0-62. shop C Rs- 1S9\ 

31*. A manufacturing company absorbs overhead into the 
production departments by means or predetermined d^rtmwtalratw P* d 
labour-hour. The following information regarding overheads incurred and ov 
heads absorbed is obtained from the accounts for the year :__ 


Dcptt. A 
Dcptt. B 
Deptt. C 


Overheads 

incurred 

Actual 

direct- 

labour 

hours 

' 

Predeter¬ 
mined 
depart- ( 
mental 
rate used 

Rs. 

Hours 

Re. 

10.000 

25,000 

0 50 

37,800 

84.000 

0 30 

22.500 

45,000 

0 40 


Total 

•verheads 

absorbed 


Direct labour hours 
contained in 


12.500 

25,200 

18,000 


Work-in- 

Finished 

progress 

goods 

Hours 

Hours 

3.000 

7,000 

14,000 

8,000 

2,000 

4,000 


You are required to— 

(a) Calculate for each department the direct labour-hour rates of 
overhead incurred. 

( b ) Calculate the extent to which the values of the (0 closing work- 
in-progress and (/«) closing finished goods should ^ increased or 
decreased for each department for the year in view of the correc 
ted overhead rates. 

[Ans. (a) Deptt. A : 40 paise, Deptt. B : 45 paise, Deptt. C: 50 paise. 

(6) (i) Deptt. A : Rs.-3C0, Deptt. B : Rs. +2,100, Deptt^ 

(//) Deptt. A : Rs. -7C0. Deptt. B : Rs. + 1.20& 

32. Io a manufacturing unit, overhead was recovered at B 
rate of Rs 25 per man-day. The total factory overhead expenses incurred and 
the man-days actually worked were Rs. 41*50 lakhs and 1*50 lakhs day. respec¬ 
tively. 

Ojt of the 40,000 units produced during a period, 30,000 were sold. 

On analysing the reasons, it was found that 60% of the unabsorbed over¬ 
heads were due to defective planning and the rest were attributable to iucreas< 
in overhead costs. 

HOW wou.d un.bsorbed overhead, fc, ,079' 

[Ans. Charge under recovery of Rs. 2 40 lakhs to costmg P & L. AVc, 

Rs. 1 20 lakhs to Cost of Sales A/c and Rs. *40 lakh, to Finished Ooodi 

Stock Account.] 
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33 . 


tufnti —A B^ndr^AU 1 ^? «°mpeny is divided into three production dersrt- 
and7h£ *!L pro l uc J, !o S “ «° customers* orders. All orders are 
rf tnd ,he y *° through all the three departments. 



Department 

A 

I Department 
B 

Department 

C 

1 

Total 

Diract Material 

Rs 

1 Rs. 

Rs. 

Rs. 

1,80,000 

Direct Labour 

40.000 

20,000 

30,000 

90,000 

,D cS?. M,nuf *ct"i»g 

TU-_ „ . “ 

20,000 

40.000 

30.000 

90,000 


Direct material 
Direct Labour: 

Department A 
Department B 
Department C 

Iadlrect Manufacturing Costa 


Rs. 

Rs. 

Rs. 


120 

280 

200 


^ ^ V 

Ra. 

1.000 


600 
600 
2,200 


Jf thU DMoMa^ndn id '* ,hat ' he i° b > executed on order, 

vhich you aTe a memherh^’ ,hc , * rv i < ? 1 of * flrm of cost accountants, of 
y ° rc a “ embor * have been acquired for a thorough investigation. 

ion. thefmidt men't^fa^fiev pCrutl ! ° f tho limlted available informa- 

Ibour costia th r co .ff pi S* 1 method assuming that the direct 

cour cost is an acceptable basis for distributing indirect manufacturing costs ? 

ia*ufact2E? the order distributing indirect 
ro ndure manner you consider more correct than the company’s 

D a w (B. Com. (Hons.) Delhi, 1981) 

?*• 2 -i”' Ch »'* e Indict mum- 
department]^ ^ ba5U of ° verhetd ••Phrately for each 


SECTION 2 


Costing 
for specific industries 







Single or 
Outnut Costing 


Tn the previous chapters we have discussed the main elements of 
cost. In the next few chapters we are discussing how the cos* 
of a product, job or process is ascertained by using a specific method 
of costing. 

Single or output costing is employed in case of industries 
where : 

(i) the production is uniform and a continued affair , 

(it) the units of production are identical : and 

(tit) the cost units arc physical and natural. 

The system is, therefore, most commonly used in case of indus¬ 
tries like breweries, brickworks, quarries, dairies, cement w rks, 
sugar mills, paper mills, etc. In all these industries, there is a 
natural cost unit such as a tonne of coal or cement sugar, a 1!>. oi 
paper, a gallon of milk etc. 

Under this system, an analysis of the different element * of 
expenditure is made so as to find out the factory cost, office cost and 
total cost. The per unit cost can be arrived at after dividing the 
total expenditure by the quantity produced. The expenditure can 
be classified at regular intervals e.g. monthly, quarterly or half-yearly. 
A statement of cost or a cost sheet is made out which throws light 
on every aspect of cost Comparative figures of a preceding period 
are also provided in the cost statement so as to enable the manage¬ 
ment in assessing the progress of the business. Some-times, in place 
of the figures of the preceding period, the budgeted figures are given 
which enable management to know the extent to which the targets 
have been achieved. 

Components of cost for output costing 

As was discussed in the chapter ‘General Principles’ the total 
cost is analysed into Prime cost, Factory cost, Office co>t or Total 
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•Cost of production. Prime cost consists of cost ot raw materials 
consumed, direct labour and directly chargeable expenses. Cost of 
raw materials consumed is ascertained after making adjustment for 
the opening and closing stock of materials. Wastage in materials is 
also accounted for and ordinarily, normal loss is adjusted by inflating 
the issue price of materials. For abnormal wastage, a careful in¬ 
vestigation is made and efforts are made to check its occurrence. 
Complete details about the maintenance of records for materials and 
the pricing of issue of materials have already been given in the 
chapter on 'Materials'. 

The second component of prime cost is the labour employed 
or engaged in production. Labour—direct and indirect, should be 
identified separately and wages paid to labourers engaged in manu¬ 
facturing operations should be dealt with distinctly. Accounting 
for labour has been described in detail in the chapter on 'Labour*. 
Directly chargeable expenses also should be separately found out as 
they shall form part 01 the prime cost. 

Overheads are classified into three broad categories—factory, 
office and administration, selling and distribution. For computa¬ 
tion of factory cost, cost of production and total cost, the above 
overheads are added to the prime cost, factory cost and r ost ol pro¬ 
duction respectively. The overheads actually incurred can be taken 
into account, or if necessary, an estimate may be made of he 
likely overheads during the specific period. 

The above analysis can be presented either through a Cost 
Sheet or a Production Account. 

Cost Sheet 

Meaning and contents. Cost sheet is a document which 
provides for the assembly of the estimated detailed cost in respect of 
a co t centre or a cost unit. 1 It analyses and classifies in a tabular 
form the expenses on different items for a particular period. 
Additional columns may also be provided to show the cost per unit 
pertaining to each item of expenditure and the total per unit cost. 
Variations of stock are also recorded and proper adjustments made 
to arrive at the correct figures of raw materials consumed and the 
cost of goods sold. 

Cost sheet may also depict data for the preceding period 
alongwith the data for the present period so as to have a quick 
apDiaisal of trends and tendencies in a single statement of cost. 
Cost d:\ta for more than two periods can also be depicted in a cost 
sheet for a comparative study. It may also be prepared for making 
inter-firm comparison by including cost data of different firms. 
Such a single statement will facilitate inter-firm comparison oi costs 
for taking decision about the policy formulation in the event of 
market competitions. 

Cast sheet may be prepared on the basis of actual data 
(Historical cost sheet) or on the basis of estimated data (Estimated 


1. I.C.M.A., England 
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cost sheet) depending on the technique of costing employed and the 

PUrP His^f'cost sheet. Such a cost sheet is. prepared 
periodically after the costs have )*J? n S CUr jSialSu?re compiled 

ire prepared frequently. 

Estimated cost sheet. Such a cost sheet is prepared before 

ss see sjss £ 

prevail in future, besides the past performances. 

Ascertainment of future costs and making comparisons with 
past records helps the management in fixing up i*e selling prices o^ 
the products. Several important decisions can be taken by the 
management regarding profit planning, production and marketing 

strategy 

Estimation of different elements of cost has to be carefully 
made Direct material cost is generally estimated on the basis of per 
unit cost of a preceding period subject to any fluctuations in market 
prices for the estimated output of the future period. A sirnnar 
pattern is adopted for estimating direct labour cost taking into 
account any proposed increase in wage rates. Overheads a.e 
estimated on the basis of past experience and current 

absorbed on a suitable basis as discussed in the chapter on Ovv.r- 
heads-Distribution’ 


is accepted bv the customer. Many suppliers remain in uie m*iu 
and evervone tries to procure the order by submitting the lowest 
tender maintaining .the same quality of goods as required Al or 
calculating the total estimated cost, a reasonable percentage of proht 
may be added ‘to arrive at the price to be quoted. 

Computation of profit. Profit may have to be calculated 
either as i percentage of cost or a percentage of selling price. The 
easiest course for a student will be to take that figure as 100 on which 
percent >ce of profit has been given and then to proceed with :h* 
calculation. 


Example 


Cost Price is Rs. 10.000 
Profit is 40% of cost 
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Take cost price as 100. The profit is Rs. 10 on a cost of Rs. 
100. Therefore, the profit on a cost of Rs. 10,000 will be : 

10,000 X -^jj-=Rs. 1000. 

Example 

Cost Price is Rs. 10.000 
Profit is 10% on Selling Price. 

Take selling price as 100. Cost price will be Rs. 90 (Rs. 100 
—Rs. 10). Since profit is Rs. 10 on a cost of Rs. 90, the profit on 
a cost price of Rs. 10,000 will be. 

10000 X-^- = Rs. 1,111 (approx.) 
yu 

Example 

Selling Price is Rs. 10,000 
Profit is 10% on cost. 

Take cost price as Rs. 100. The selling price will be Rs. 110 
(Rs. 100-fRs. 10). The profit on a selling price of Rs. 110 is Rs. 10, 
the profit on a selling price of Rs. 10,000 will be 

10000 X -y^- = Rs. 909 (approx.) 

Production account 

a 

If the items of sales, stock and profit are included in the Cost 
Statement, that takes the shape of Production or Output Statement. 
The same information can be presented in the form of an account 
known as Production or Manufacturing Account. The method of 
preparing a Cost Sheet or a Production Account have been explained 
later in the chapter. 

Treatment of stock and scrap 
Stock and scrap materials require a special treatment while prepar¬ 
ing a cost sheet. We are discussing them below— 

Treatment of stock 

Stock may be of raw materials, of finished goods, or of work- 
in-progress. 

Stock of raw materials 

With the help of stock of raw materials at the beginning and 
at the end of anv accounting period, value of raw materials consum¬ 
ed is calculated.' In the total amount of raw materials purchased, 
the stock at the beginning is added and closing stock is subtracted 
to arrive at the value of raw materials consumed. 

Stock of raw materials may be valued at according to, anyof 
the method discussed in the chapter on ‘Materials’ e g. FIFO, 
LIFO, average. 

Example 

From the following, calculate the value of Raw Materials 
consumed— 
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Raw Materials purchased 
• Opening stock 
Closing stock 

Value of raw materials consumed : 

Rs. 50,000+Rs. 10,000—Rs. 8,000 


50,000 

10,000 

8,000 


.Rs. 52,000 


Stock of finished goods ‘ 

In the cost of production relating to a particular commodity or 
unit of production, the opening stock of finished goods is added and 
closing stock subtracted to find out the cost ofgoods sold. 

Stock of finished goods is generally valued at the totali cost of 
production. The selling and distribution overheads are charged on 
units sold and not on units produced and therefore the value of 
Stock at the end takes into account the total production costs. The 
current cost is considered while valuing dosing stock on the assump¬ 
tion that the stocks are being disposed off on first in first out basis , 
thus the last year’s stocks are over and whatever remains is of the 
current year’s lot of production. 

Example 

From the following calculate the cost of goods sold — 


Rs. 

1 , 00,000 

10,000 

15,000 


Cost of Production 
Opening Stock 
Closing Stock 

Cost of gooik Sold^^^ 10,000 —Rs. 15,000*-Rs. 95,000 

Stock of work-in-progress 


Work-in-progress means units which are not yet complete bu. 
on which some work has been done. Thus, it represents good 
which are in the process of manufacturing. Generally, such goods 
bear a proportionate part of factory overheads besides raw-materials 
and direct wages and, therefore, opening and closing stock of work- 
in-progress are taken into consideration in the cost sheet while 
computing the works cost of goods manufactured during the year. 
Some concerns however, follow the practice of valuing stock of work- 
in-progress at prime cost. In such a case the stocks of work-in- 
progress should be taken note of while calculating the prime cost. 

The practice of valuing work-in-progress at prime cost does 
not seem to be very correct because after all some works expenses 
have been incurred on such goods. "The Accountants Cost Hand 
Book ” edited by Professor Robert I. Dickey also states, “The value 
of work-in-progress consists of direct miterial, direct labour and 
manufacturing overheads accumulated to the stage of completion 
reached at the end of a period". Thus the factory overheads should 
be generally included in the valuation of work-in-progress. 

However in the following circumstances, purely on financial 
considerations, works overheads may not be included while valuing 
work-in-progress— 

(1) In case certain manufacturing departments are not in a 
position to bear their full share of overhead cost, they will not be 
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charged with their full share of overheads. The practice is resorted 
to on the consideration that if the goods were to be charged with 
their full share of factory overheads, their sale would be conti- 
nuingly at a loss. 

(2) Factory overheads, are also not taken into account if the 
goods are produced for highly sensitive or competitive market ( e.g . 
fashion goods). The demand of such goods may come down any 
moment and, therefore, they may have to be sold even at prime-cost. 

(3) In case of building contracts, in order to have a margin for 
contingencies, overheads may not be considered while valuing un¬ 
certified work-in-progress. 

(4) Where stocks have to be held for a long period for matu¬ 
ring, usually overhead expenses aro not added because the ul'imaic 
selling price may or may not be adequate for the purpose. 

(5) Where levels of production and sales are suoj'rct to 
material fluctuations, overheads arc not added to cost of work- in - 
progress. In such a case if overheads are added to the cost ol work- 
in-progress, they would have the effect of relieving the profit and loss 
account ol overheads in the period when they were incurred and 
would be charged to the profit and loss account of the period to 
which they do not relate. 

Thus the object of excluding works overheads or any other 
overheads from being included in the cost of work-in-progress, is to 
prevent the work-in-progress, from being valued at a price higher 
than the price which such goods may fetch on being sold. Tins is 
only a financial consideration. However, from the costing point'of 
view a proportionate part of all overheads should be added to for 
valuing work-in-progress. But, in practice only a proportionate part 
of factory overheads is considered for this purpose. 

Example 

From the following calculate the works cost— 

Materials 
Labour 

Direct Expenses 
Factory Overheads 
\VorV-in-pro&*£Ss : Opening Stock 
Closing Stock 
computation of works cost 

Materials 
Labour 

Direct Expenses 


Prime Cost 
Factory Overheads 


Gross Works Cost 

Add : Opening Stock of work-in-progiess 

Less : Cl.-sing Stock of work in-progress 

Works cr Factory Cost Rs. 1,62.000 


60,000 
40,000 
10.000 
50 000 
10.000 
8,000 

Rs. 

60.000 

40,000 

10,000 


1 , 10,000 

50.000 


1.60.000 

10,000 


1.70.000 

8.000 
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• E*rt*«532*i „*** •X'tSS 

facture usually of ^^““^^realised from sale of scrap should 
further processing. — or irc overheads or gross works cost, 
be deducted either frou or* £1 being used) are found to be 
In case certain m«- T»a l ue of materials used should be 

defective and. ‘her**.. 5 °^ h h mater ials. Anyloss on sale of such 

reduced by the < : L * H to costing profit and loss account. 

. 

' Current Period 


- Previous reriud 
Output 
Total 
Rs. 



Previous Period' 
Output. 


Particulars 


Output 
Total 
Rs. 


Per unit 

Rs. 


Raw Material-, 

Opening stock . 

Add : Purchases . 

Less\ Closing stock . 

Raw material* consumed 
Labour—direct 

Chargeable Expenses pr(me 

Works Overheads 

Add : Opening work-in-progress 
Less : Closing work-in-progress^ # 

Office and administration 
overheads 

Total cost of production _ 

PRODUCTION STATEMENT_ 


• • • 


• •• 



Current Period 

Output . 

Total 


Raw Materials consumed 
Direct Labour or wages 
Direct expenses 

Works overheads 

Add : op. WIP 
Less : cl. WIP 


Prime cost 


Works cost 


Office overheads 
Total cost of production 

Opening Stock of finished goods 

closing stock of finished goods 

Cost of Production of goods sold 
Selling and distribution o^erheads^ 

Profit Selling price 


Rs. 


Per unit 
Rs. 


Fig 46 


- „ r fi.k-jn-progiess has been valued at Prime cost, it will have to 

be adjusted with that cost. 
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PRODUCTION ACCOUNT 


Particulars 


Particulars 

Amount 

To Direct materials 
.» Direct labour 
,, Direct expenses 

Rs. 

• • • 

• • • 

• • • 

By Total Cost of Production 
c/d 

Rs. 

• • • 

Prime cost 
,, Works overheads 

• • • 



Works cost 
,, Office overheads 

• •• 

• • • 







To Total Cost of Production 

b/d 

„ Opening Stock of finished 
goods 

• • • 

By Closing stock of finished 
goods 

*• Cost of goods sold c/ d 

• •• 

• • • 





To Cost of goods sold b/d 
,, Selling & distribution 
overheads 

Profit 

• • • 

• • • 

hy Sales 

• •• 

• • • 

Fig. 47 



The total cost of production can be shown in the production 
account in three stages—Prime Cost, Factory Cost and the Total 
Cost of production as is the case when the cost information is pre¬ 
sented through a statement. This is done in order to have a detailed 
view of the components of total cost. Thus, 


PRODUCTION ACCOUNT 


To Direct Materials 
,, Direct Labour 
„ Direct Expenses 

H 

By Prime Cost c/d 

Rs. 

• •• 


• • • 


A 

To Prime cost b/d 
„ Factory overheads 

... 

By Factory Cost c/d 

• • • 


•• 


• • • 

To Factory cost b/d 
„ Office overheads 

• • • 

• • • 

By Total Cost of Production 
c/d 

• • • 


• •• 


• •• 






Fig. 48 


The stock of Raw Material would be adjusted in the first part 
and the stock of work-in-progress in the second part. The proforma 
will continue along the same pattern as shown previously, beyond 
the total cost of production. 
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Illustration 55 . 

ABC Ltd., is manufacturing refrigerator* and followmg 

details are furnished in respect of its factory operat.ons for the yea 
ended 31st Dec., 1978 


Work-in-progress, 1 January, 1978 
At Prime Cost 
Manufacturing Expenses 

Work-in-progress, 31st December, 1978 
At Prime Cost 
Manufacturing Expenses 

Stock of Raw Materials, 1st January, 1978 
Purchase of Raw materials 
Direct Labour 

Manufacturing Expenses 

Stock of Raw Materials on 31st December, 1978 


51,000 

15,000 


45,000 

9.000 


66,000 


54.000 

2.25,000 

4.77,000 

1.71,000 

84,000 

2,04,000 


On the basis of the above data, prepare a statement showing 
the cost of production. Also indicate separately the amount of 
manufacturing expenses which enter into the cost of .production. 

Solution 

ABC 

STATEMENT SHOWING COST OF PRODUCTION OF 
REFRIGERATORS FOR THE YEAR ENDED 31ST DECEMBER, 1978 


Amount Amount 



Raw Materials : 

Stock at 1st January, 1978 
Purchases 


Less : Stock on 31st December, 1978 

Raw Materials used 

Direct Labour 


Work-in-process on 1st January, 1978 

Less : Work-in-process on 31-12-1978 

Prime Cost of year's production 
Manufacturing Expenses : 

Expenses relating to work-in-process at 1st Jan., 
1978 

Add : Expenses for the year 

Less : Expenses relating to work-in-process at 31st 
December, 1978 



Cost of Production 
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The following extract of costing information relates to commo 
A' for the half-year ending 31st December, 1978 


dity 1 A' for the half-year ending 31st December, 1978 

Purchase of Raw Materials 1.20,000 Stock (31st Dec 1978) 
Factory Rent, Rates, Insurance 8,000 Raw Materials 
Carriage Inwards 1,440 Finished Products 

Other Factory Overheads 40,000 . (2,000 tonnes) 


Carriage Inwards 
Other Factory Overheads 
Direct Wages 
Stock (1st July. 1978) 
Raw Materials 
Finished Products 
(1,000 tonnes) 


8,000 Raw Materials 

1,440 Finished Products 

40,000 (2,000 tonnes) 

1,00,000 Work-in progress 
(1st July. 1978) 

20,000 Work-in-progress 

(31st Dec . 1978) 

1S.OOO Sales—Finished Products 
I Administration Overheads 


22,240 

32,000 

4,800 

20,000 

2,99,000 

4,000 


Avertising, discounts allowed, and selling costs are Re. 1 per 
tonne. 16,900 tonnes of commodity were produced during the period. 

You are to ascertain (<) the net profit for the period ; (•») the 
net profit per tonne of the commodity ; (its) the total cost of output 
for the period ; (»v) the value of raw materials used : (v) the value 
of the turnover of the period. 

Solution 

STATEMENT OF COST 


Stock of Raw Materials on 1-7-1978 
Add : Purchase of Raw Materials 
Carriage inwards 

Less : Stock of Raw Materials on 31-12-1978 

Value of Raw Materials used 
Direct wages 

Factory Overheads : 

Factory Rent, Rates and Insurance 
Other factory overheads 

Add : Opening stock of work-in-progress 

Less : Closing stock of work-in-progress 


Add : Administration overheads 


Add : Opening stock of finished goods 
Less : Closing stock of finished goods 


Add : Selling and Distribution overheads. 
Advertising, discount etc. 

Cost of Turnover 
Net Profit / 


20,009 

i.20,000 

1,440 



Prime cost 


Rs. 

8,000 

40,000 


Gross works cost 


Wo*ks cost 


Total cost of output 


Cost of goods sold 


1,19,200 


2,19,200 


48,000 


2,67,200 

4,800 



2.52,000 

4,000 


2,56,000 

15,000 


2,71.000 

32,000 



2,54.000 
~ 45 


Sales 
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Rs. ^S.OOO ^p, 3 
Net Profit per tonne- 15>oc ^ 


Note 


‘selling and ^*^°n6oSS+ i^-Z^.^a^hTrefote. WUl 

Illustration 57 . orepare a cost sheet showing 

LV From the following pa bot ’h P t he periods : 
the comparative cost per t Three months ended 


© 


Productive Wages 
Administrative Expenses 

Taies'and'lnsurancc— Factory 

Light and Water 
Direct Expenses - 
Depreciation 
Factory Rent 
Unproductive Labour 
Factory Repairs 


31-3-79 
Rs. / 

m, 

36.000-/ 

730 

1.000 

9.000 

2,000 

1.500 

30.000 

3,000 

l^So" 


30-6-79 

Rs. 

98.000 

12,000 

49.000 

750 

1,000 

12,500 

2,000 

1.500 
41,000 

4.500 

^ 22,250 


The tonnage produced in the two quarters was 12,000 and 
16,000 tonnes respectively. 

Solution n 


Three months ended 
31-3-1979 

12.000 tonnes 


Three months ended 
30-6-79 

16,000 tonnes 




— 


• Total 

Cost per 
tonnes . 

r8n lvui »i* 

Total 

Cost per 
tonne 

Rs. 

Rs. 


Rs. 

Rs. 

36,000^ 

72,000 

9,000 

3-00 
600 
0-75 . 1 

Raw materials 

Productive wages 

Direct expenses 

/ 

49,000 

98,000 

12^00 

3*06 

6* 13 

0*78 

1,17,000 

30,000 
1,500 
3,000 
1,000 
. 2.000 
750 

9-75 

2 50 
013 
0*25 
0*08 
0*17 

0 06 

• 

PriJne Cost 

Works overheads : 

Unproductive labour 
Factory rent ' 

Factory repairs 

Light and water 
Depreciation 

Taxes A Insurance 

s 

1,59,500 

41.000 

1.500 

4.500 
1,000 
2,000 

750 

997 

2*Sb 

009 

0*28 

006 

013 

005 

1,55,250 

12,000 

12*94 

100 

Weeks coat 

Administration expenses 

2.VP.250 

12,000 

13*14 

075 

1,67,250 

13*94 

T— C-t-Pr—d- 

| 2A2J9 

LiL 
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^Kulii»tra«*o«i 58 © 

\A factory produces a 


\A factory produces a standard product. The following in¬ 
formation is given to you from which you are required to prepare 
“Cost Sheet” for the period ended on 31st July, 1979 : 

Consumable materials :— 


Opening Stock 
Purchases 
Closing Stock 
Direct wages 
Other direct expenses 
factory overheads 
Office overheads 

Selling and distribution expenses 
Units of finished product:— 

In hand at the beginning of the period 
Produced during the p eriod 
In hand at the end of the period 


10,000 

85,000 

4,000 

20,000 

10,000 

100 % of Direct Labour 
10 % of Works Cost 
Rs. 2 per unit sold 

LC00. (value Rs. 16,000) 
10,000 
2,000 


Also, tind out the selling price per unit on the basis that 
profit margin is uniformly made to yield- a profit p{20% 

“Selling price. There was no work-in-progress eitheraT~rhe 
ning or at the end of the period. 


of the 
begin- 


Solutioi* 




SHEET FOR THE PERIOD ENDED ON 31-7-1979 

Output 10,000 Units 


x-ai uculars 


Amount 


Consumable materials : Opening Stock 
Add: Purchases 


Lest: Closing Stock 


Rs. 

10,000 

85,000 

95,000 

4,000 


Cost of Raw Materials consumed- 

Direct Wages 

Other Direct expenses 


Factory overheads—100% of Direct Labour 


Prime Cost 


• Works or Factory Cost 

Office overheads—10% of Work* Cost 

Total Cost 


91,000 
20,000 
10,000 1 

1,21,000 

20.000 

1,41,000 

14,100 

1,55.100 
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STATEMENT OF SELLING PRICE 


Sales 9,000 Units 


Particulars 

Total 

Total Cost of Production 

Add : Opening Stock of finished products 

Rs. 

1,55,100 

16,000 

Less : .Closing Stock of finished products (pi Rs. 15^51 per unit 

1.71,100 

31.020 

Cost of Production of Goods Sold 
Add : Selling and distribution overheads @ Rs. 2 per unit sold 

1,40,080 

18,000 

Cost of Sales 

Profit (20% on selling price) 

1,58,080"" 

39,520 

Selling Price 

1.97,600 


_ 

Selling Price per unit—2196 


Jllu.tratlon 59 

/\ factory has received an order for three different types of 
casting weighing respectively 18, 45 and 27 tonnes. 10% of 'he raw 
materials used are wasted in manufacturing and are sold as scrap 
for 20% of the cost price of raw materials. 

The cost of raw materials is Rs. 250 per tonne, the _ wages for 

three types of castings are respectively Rs. 4,000, Rs-10,500 and 
Rs. 5,500. The cost of the moulds for the three different types 
of castings are respectively Rs. 400, Rs. 500 and Rs. 300. 

If the factory overhead charges are 40% of the wages in each 
case, find the cost of production per tonne of each type of casting. 






•*5Qo* 

\o® 


9 -^ 


Q° 
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Solution 


STATEMENT OF COST OF CASTINGS 



Castings Produced 

Particulars 

X 

Y 

z 


18 tonnes 

45 tonnes 

27 tonnes 

Materials @ Rs. 250 per tonne on gross 
input i.e. 20, 50, 30 tonnes respectively 


Rs. 

12,500 

Rs. 

7,500 

Leu : Sale of scrap @ 20% of the cost of 
material i.e. Rs. 50 per tonne 

— w — 

100 

250 

150 

Cost of Material used 

Wages 

Cost of moulds 


12,250 

10,500 

500 

7,350 

5,500 

300 

Prime Cost 

Factory Overheads 

(40% of wages) 

9,300 

1,600 

23,250 

4,200 

13,150 

2,200 

Cost of Production 


27.450 

15,350 

Cost of Production per tonne 

605 56 

IB 

568-52 


Notes : (0 10% of raw material used is wasted hence if finished output 
it 90 tonnes, raw material used will be 100 tonnes. For output of 18, 45, and 

27 tonnes respectively raw materials of i 20 tons, 50 tonnes 


and 


27 x 100 


i.e. 30 tonnes are required. 



The sale value of scrap material has been deducted from the cost 


of 


Illustration 60 


The following figures are collected from the books of an Iron 
Foundry after the close of the year :— 


Raw Materials : 

Rs. 

Opening stock in the beginning of the year 7,000 

Purchases during the year 50,000 

Cloaing stock at the end of the year 5,000 

Direct wages 10,000 


Works overhead : 50% of direct wages 

Stores overhead on material : 10% on the cost of. materials. 
10% of the castings were rejected being not upto specification 
and a sum of Rs. 400 was realised on sale as scrap. 

10% of the finished castings were found to be defective in 
manufacture and were rectified by exoenditure of additional works 
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overhead charges to the extent of 200,' on the proportionate direct 

W3ge The total gross output of casting during the year was 1,000 

‘° nneS Find out the manufacturing cost of the saleable castings per 
tonne. 

Solution 

COST SHEET 


Particulars 


Total gross output of castings for the year 

Raw materials consumed : 

Opening stock 

Add : Purchases for the year 


Rs. 

7,000 

50,000 


57,000 


Less : Closing stock 
Direct wages 

Prime Cost 

Works overhead (50% of direcl: wages) _ 

Stores overhead on mater ial (10% of cost ol materials) 

Total cost of the gross output 
Less : Sile of rejected castings 

Cost of good castings 
Additional works overhead charges on 90 tonnes lOl 
casting at 20% of the proportionate direct wages 

a «A AAA r\/\ Oil \ 


( 10 - 
(Tc 


000 ' 90 20 

5oo" T loo ) 


Manufacturing cost of the saleable castiogs 


Quantity 

Tonnes 


1,000 


Amount 

Rs. 


52,000 

10.000 sS 


1,000 

100 


62,000. 

5,000 

5,200 


72.200 

0400 


900 


900 


71,800 


180 


71,980 


• Therefore, the manufacturing cost of the saleable castings, per 
unit would be Rs. 79 98 or (say) Rs. 80 per tonne. 

CPj Illustration 61 

From the following data prepare a cost and P^^Uon state¬ 
ment of Popular Stoves Manufacturing Co. for the year 197B . 

RS- 


Stock of materials on 1-1-1978 
Stock of materials on 31-12-1978 
Purchase of materials 
Factory wages 
Factory expenses 

Establishment expenses . 

Completed stock in hand on 1-1-1978 
Completed stock-ift-hand on34-12-197# 

Sales 


35,000 

4,900 

52.500 
95,000 

17.500 
10.000 
Nil 
35,000 

1,89,000 
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4,000. Fhe n - mber of stcv es manufactured during the year 1978 was 

1 000 ny W f nt ? t0 ? uote for a contra ct for the supply of 

S ?- S dUF1 C g the year 1979 ’ The stoves lo be quoted 
uniform quality and make and similar to those manufactured 
in the previous year ; but cost of materials has increased by 15 % 
and cost of factory labour by 10%. 

Prepare a statement showing the price to be quoted to give the 
i o^o Cntage ? f net Profit on turnover as was realised during the 
year iy/8, assuming that the cost per unit of overhead charges will 
be the same as m the previous year. (Kerala B. Com.) 

Solvation 

COST STATEMENT OF STOVES FOR THE YEAR 1978 
_ Output 4,000 stoves 


Amount 
per unit 



Opening stock of materials 
Purchase of materials 


35,000 

52,500 


Less : Closing stock 


Factory wages 


Factory expenses 


87,500 

4,900 


Cost of Materials consumed 


Establ ishment Expenses 


Prime Cost 


Works Cost 


82,600 

95,000 


1,77,600 

17,500 


1,95,100 

10,000 


Total Cost of Production 

Opening stock of completed stock 

Tota Cost of Production during the period 


206T* 

2375 


44*41 

4*37 


48-78 

2-50 


51*28 


Less : Completed stock wlosing 


Cost of Sales 
Profit 


Nil 

2,05,100 


2,05,100 

35.CCO 


1,70,100 

18.900 


Selling Price 
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Amount 

Total 

Rs. 

per unit 

RsT“ 

Material consumed 

+ 15% increase 

Factory wages 

a a AH/ 

20,650 

3.098 

”23,750 

2,375 

23,748 

26,125 

23748 

26-125 

+ 10% increase 

Prime Cost 


49.873 

4,375 

49-873 

4-375 

Factory expenses 

Factory Cost 

54,248 

2.500 

54-248 

2-500 

Establishment expenses 

Profit 10% on sell ing price 

Total Cos t 

56.748 

6.305 

56-748 

6-305 

Selling Price 

63,053^ 

63053 


> 9 ” - 


Stock of materials on 1st January, 1977 
Stock of materials on 30th June, 1977 
Purchase of materials during six months 
Factory wages during six months 
Indirect wages duriog six months 
Sales during six months 
Stock of finished carpets on 1-1-77 
Stock of finished carpets on 30-6-77 

The number of carpets manufactured during the 
was 24,000 including those sold and those ^ quality 

period. The carpets to be quoted are of** ths to 30th 
and similar to those manufactured during f ac torv labour has 

June, 1977. As from 1st July, } 9 t 77 , th ® 0/ cost ,°J % r O htok , J977> 

increased by 10% and of materials by 5%. (B. Com . HOMO*. 


Rs. 
2 , 00.000 
28,000 
3,00,000 
6,00,000 
1,00,000 
10.80.000 
Nil 

2 . 00,000 



COST ACCOUNTING 


So lati 


COST SHEET 


Carpets manufactured : 24,000 


Amount 


Rs. 



STATEMENT OF PROFIT 


Total Cost of Production 
Add : Opening stock of finished carpets 


Less : Closing Stock of finished carpets 

Cost of goods sold 

Profit ( 10 % on Sales) 

Sales 


STATEMENT OF TENDER 



11,72,000 

2 . 00,000 


9.72,000 

1,08,000 



Carpets : 2,000 


Materials 
Labour : 


/ 4,72.000 x 2.000 M 10 S 

V 24.000 100 

/ 6 . 00 , 000 x 2.000 no > 

V 24.000 - 100 ) 



. _ / 1 , 00.00 

Indirect wages f- ^4 

Profit (10% on sales) 


Illustration 63 


1,00.000 x 2.000 


Prim Cost 


96,300*00 

8.333*33 


Total Cost 1,04.633*33 
1 11,62593 


Selling Price 



In respect of a factory the following figures have been 
obtained for the year 1978— 
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Cost of materials 
Direct wages 
Factory overheads 
Administrative overheads 
Selling overheads 
Distribution charges 
Profit 


Rs. 

3,00,000 

2.50,000 

1,50,000 

1 , 68,000 

1 , 12,000 

70.000 

2 . 10,000 


“o i oo ,h :“ 1 sss 

Rs 2,500. 

ed by 20%. dair.boOon charge up b y 12i% a, 

“™ ,h « 

of profit on the selling price as in 1978 . 

Factory overheads is based on direct wages, while all other 
overheads are based on factory cost. 

Solution 

STATEMENT OF COST FOR THE YEAR 1978 


Cost of Materials 
Direct Labour 

Factory overheads 

Administrative overheads 
Selling overheads 
Distribution charges 


Prime Cost 
Factory Cost 


Total Cost 
Profit (20% on Cost) 


Sales 


Rs. 

3.00,000 

2,50,000 


5.50.000 

1,50.000 


7,00,000 

1,68.000 

1 , 12,000 

70,000 


10.50,000 

2,10.000 


12,60,000 


Factory overheads as % to Direct Labour 
Administrative overheads as % to Factory Cost 
Selling overheads as % to Factory Cost 
Distribution charges as % to Factory Cost 


60% 

24% 

16% 

10 % 
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STATEMENT OF COST OF WORK ORDER 


Materials 

Wages 


Prime Cost 


Factory overheads (60% of wages+20% thereof) 
i.e. 72% on wages 

Factory Cost 

Administrative overheads (24% of factory Cost 

+ 124% thereoO 
i.e. 27% on Factory Cost 

Selling overheads (16% of Factory Cost+12|% thereof ) 
i.e. 18% on Factory Cost 

Distribution charges (10% of Factory Cost—10% thereoO 
i.e. 9% on Factory Cost 

Total Cost 
Profit (20% on cost) 


Rs. 

4,000 

2.500 

6.500 
1,800 
8,300 

2,241 

1,494 

747 

12,782 

2,556.40 


Selling Price 15,338.40 


/faote. Profit is 16|% on selling price for 1978 and 1979. j 

Illustration 64 j 

Pleasant Cold Limited manufactured and sold 1,000 refri¬ 
gerators in the year ending 31st March, 1979. The summarised 
Trading and Profit and Loss A/c is set out below : 


.To Cost of materials 
To Direct wages 
To Manufacturing expenses 
To Gross Profit c/d 


To Management and Staff 
Salaries 

To Rent, Rates. Insurance 
To Selling expenses 
To General expenses 
To Net Profit 


80,000 

120,000 

50,000 

1,50.000 

By Sales 

4,00,000 

4,00,000 


4,00,000 


By Gross Profit b/d 

1,50,000 

60,000 

10.000 



i|§ 

a a s' 



1,50,000 1 


1,50,000 


For the year ending 31st March, 1980 it is estimated that— 

(1) Output and sales will be 1,200 refrigerators 

(2) Prices of new materials will rise by 20% on the previous 
year’s level. 

(3) Wages rates will rise by 5%. 

(4) Manufacturing cost will rise in proportion to the combin¬ 
ed cost of materials and wages. 

(5) Selling costs per unit will remain unchanged. 
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(6) Other expenses will remain unaffected by the rise in output. 

You are required to submit a statement for the Board of 
Directors showing the price at which the refrigerators should be 
marketed so as to show a profit of 10% on selling price. 

Solution 

STATEMENT SHOWING THE PRICE AT WHICH REFRIGERATORS 
SHOULD BE MARKETED IN 1979-80 



Rs. 

Materials 

9600 

Direct wages 

12600 

Prime Cost 

222 00 

Manufacturing Cost* 

55-50 

Works Cost 

277-50 

Rent, Rates and Insurance 

8 33 

Management and Staff Salaries 

50 00 

General Expenses 

16-67 

Cost of Production 

352-50 

Selling Expenses 

3"00 

Cost of Sales 

382-50 

Profit 10% on Selling Price 

42-50 

„ Selling Price 

425 00 


Working Notes 


•Daring the year ending on 31st March, 1980 the combined cost of 
materials and wages per unit will be : 

Materials consumed 96 

Direct Wages 126 

Rs. 222 


During the year ending on 31st March, 1979 the combined Cost of materi¬ 
als and wages was Rs. 200 and manufacturing expenses were Rs. 50 per unit. 

—-- 50 x 222 

Manufacturing Cost in 1980 w ill be = —^—• 


Rs. 55-50. 


/^^Illustration 65 

N '"”^The cost of manufacturing 5,000 units of a commodity 


comprises— 

Materials 

Wages 

Chargeable expenses 
Fixed Overheads 
Variable Overhead* 


Rs. 
20,COO 
25,000 
400 
16,000 
4,000 


■ ^—^ Fnr manuiactunng every 1,000 extra units of the commodity 
the cost of production increases as follows : 

Materials proportionately. 

Wages 10% less than proportionately. 

Chargeable expenses : No extra cost. 

Fix6d overheads : Rs. 200 extra. 

Variable overheads : 25% less than proportionately. 
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Calculate the estimated cost of producing 8,000 units of the 
commodity and show by how much it would differ if a flat rate of 
factory overhead based on wages were charged. 

Solution 

STATEMENT OF COST 


Cost of manufacturing 



Materials 


Chargeable Expenses 


Unite 3,000 extra Total 
5,000 Units units 8,000 units 


Rs. 

20,000 


/ „ 15.000x90 \ non 

tfage* ( extra Rs.- ^00 - ) 25,000 


Rs. 

12,000 

13#00 


Rs. 

32,000 

38.500 


Prime Cost 


Fixed Overheads (extra Rs. 200 x 3) 


Variable Overheads 


extra Rs. 


2.400 x 75 


45,400 

16,000 


4,000 


25,000 


1,800 


70.900 

16.600 


5.800 


Cost of Production 


6 5,400 


27,900 


93,300 


If a flat rate ol lactory overhead based on wages were charged, 
the difference in cost would be Rs. 8.400, as shown below : 

*■ 

™ c “-£Te.S“ ,‘S. S:S +OM w% 

= Rs. 1,01.700 

Difference =Rs. 1.01,700-Rs. 93.300=Rs. 8,400. 

Illustration 66 

The Fancy Toys’ Co. are manufacturers of two types of toys, 
x and y The manufacturing cost for the year ended 31st Dec., 

1978 were : Rs 

Direct Material l'u’ooo 

Direct Wages 48 000 

Production Overhead 


Rs. 3,60.000 
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There „„ no work-in-progr- .« *. beginning or >> *« •» 
oi the year. 

“,5SSSin W go»»i““- 1 “ di ”“ 

materials in type y. 60 % of those for type x. 

<gg Paise. the same per toy of 

(tv) VSS33S&* Overhead for each grade was 200% of 

(v) SdUng C^stwas 25 P. per toy for each type of toy. 
ivi) Production during the y°ar was • 

toy for type y - , r lo y f or ea ch 

Prepare a statement showing the total cost P y 

type of toy and the profit made on eacn typ y 

Solution _ _ 

Fancy Toys Company 

STATEMENT SHOWING CO^PBR TOY AND TOTAL COST 


Type x 

Production-40,000 
Toys 


Type y 

Production— f,20,000 
Toys 


particulars 

Per Toy 

Total 


Total 


Rs. P. 

Rs. 


Rs. 

Direct Materials 

Direct Wages 

Production Overheads 
Administrative Overheads 

Selling Costs 

200 

1*00 

0 30 
200 

0 25 

ap.ooo 

40,000 

12.000 

80.000 

10,000 

©*-©© — 

l 

1,20,000 

72,000 

3)6.000 

1,44,000 

30,000 

Rs. 

5-55 


* 3 35 

4,02,000 


Particulars 


Cost of Sales 
Profit 


Sales 


T/pe x 

Sold 36,000 

Toys 

Typey 

Sold 1,00,000 
Toys 

Per Toy 

-! 

Total 

Per Toy 

Total 

Rs. 

Rs. 

Rs. 

Rs. 

5 55 

1,99,800 

3-35 

3,35,000 


52,200 

1*65 

1,65,000 

m 

2,52.000 

500 
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Illustration 67 

The Managing Director of a small manufacturing concern 
consults you as to the minimum price at which he can sell the out¬ 
put of one of ilie departments of die company which is intended for 
mass production in future. The company’s records show 
the following particulars for the iepartmeni foi the past year : — 


Production and Sales 

100 Units 


Rs. 

Materials 

13.000 

Direct Labour 

7,000 

Direct charges (variable) 

1,000 

Works overheads 

7,000 

Office overheads 

2,800 

Selling overheads 

3,200 

Profit 

5,000 


39,000 


You ascertain that 40% of the works overheads fluctuate directly 
with production and 70% of the selling overheads fluctuate with 
sales. It is anticipated that the department would produce 500 
units per annum and that direct labour charges per unit wil l be 
reduced by.20% while fixed works overheads charges will increase 
by Rs. 3000. Oifice overheads and fixed selling overheads charges 
are expected to show an increase of 25% but otherwise no changes 
are anticipated. 

Solutioo 

STATEMENT OF ESTIMATED COST 


Particulars 


Cost per 
Unit 

Materials 

Rs. 

65,000 

Rs. 

130 00 

Labour f Rs f'XJx Rs. 70 * 10 0 ) 

28,000 

5600 

Direct charges 

5,000 

mm. 

Prune Cost 

98 000 


Works Overheads: 



60% Fined 'Rs. 4 200+Rs. 3.000) 

7,200 | 


40% VariabU 

14,000 1 


Works Cost 

1,19,200 

238 40 

Office Overheads 



% ^ C \ 

Fr.«. ( k,. 2,800 

3,500 

700 

Total Cost oi Production 

1,22,700 

245*40 

Selling Overheads: 



30% FixedT Rs. 960 x 

1,200 

240 

70% Variable 

11,200 

22*40 

Total Cost . 

1,35.100 


Profit (14*71% of Total Cost) 

19,868 

39*74 

U. 5,000/3.4000x 1,35,100] 

Selling Price 

1,54.968 

30994 



275 


SINGLE OR OUTPUT COSTING 

fT) Illustration 68 f xx T : c v 

From the following ^ 

*** ^ R - 75000 

Coal : 5,000 tons @ Rs. T *Iperl 

lay Rs. 1,50,000. . i 000 bricks. Works' 

Removal of over-burden at 50 pa.se per ,uv 

overhead at 10% of vvagwandcoalj 

Bricks sold : 80,00,00 0 at Rs. 20 per 1,000 

Stock of bricks (opening) 20 .00.00°• 

Stock of bricks (closing) 40,00.000. 

Solution _ 

COST SHEET 

Output: One Crore bricks 


Particulars 


Cost per 

Total cost 1000 bricks 


Coal ( 5,000 xRs. 7-50) 

Royalties @ R« 0 75 per 1,000 bricks 

Print Cost 

Depreciation of Plant and Machinery 
(10% on Rs. 1,50,000) 

Removal of over-burden (50 paise 

per 1,000 bricks) 

Works overhead (10% on Rs. 1.12,500) 


Rs. 

37,500 

75.000 

7,500 


1 , 20,000 

15.000 

5,000 

11.250 


Rs. 

3750 

7*500 

0-750 


12 000 

1-500 

0-500 

1-125 


Work Cost 


Office overhead (5% on Rs. 1,12,500) 


1,51,250 

5,625 


15 125 
0*563 


Total Cost of Production 


1.56,875 


15-688 
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STATEMENT OF PROFIT 



No. of 
brick 


Value 


Gross Production 
Less : Wastage 1|% 


Net Production 
Add : Opening stock 


Less : Closing stock 


Cost of Bricks sold 
Profit 


Sales : 80,00,000 @ Rs. 20 per one tnousand 




uatration 


69 


Rs. 

1,01,52,284 1,56,875 

1,52,284 - 


1,56,875 

31.375 



A factory’s normal capacity is 1,20,000 units per annum. The 
estimated costs of production are as under :— 

Direct material Rs. 3 per unit ; Direct labour Rs. 2 per unit 
(Subject to a minimum of Rs. 12,000 p.m.) 

Indirect expenses—Fixed Rs. 1,60,000 per annum ; Variable 
Rs. 2 per unit ; semi-variable Rs. 60,000 upto 50% capacity and an 
additional Rs. 20,000 for every 20% increase in capacity or an/ part 
thereof. 

Each unit of raw material yields scrap which is sold at the 
rate of 20 paise per unit. 


In 1978. the factory worked »t 50% capacity for the first three 
months but it was expected that it would work @80% capacity for 
the remaining 9 months. 

During the first three months, the selling price per unit was 
Rs. 12. What should be the price in the remaining nine months tc 
produce a total profit of Rs. 2,18,000 ? 
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Solution 


COST SHEET FOR THE YEAR 197 8 


Remaining 9m° nt ?w 
Output-72.000 units 



W: (1) Direct Labour for\h7h«« 3““ b " D @ 

Rs. 12.000 per mon.h, being .he n..n.m»m• *«*»; # — be _ 

(2) Semi-variable expense! for remaining Rs. 

60.000 
20.000 
20.000 


For 50% capacity 
Further 20% capacity 
Additional 10% capacity 

For one year 


1 , 00.000 


For 9 months—1,00,000 x-j-^Rs- 75.000. 

® SXSSSSSS. H— 

Rs. 8,85,600 and per unit price- 72> ooo ’ *• Rs ‘ 12 30 

Illustration 70 f 

The following are the balances of the impersonal Ledger 
colliery relating to revenue at the end of the yea . 
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Rs. 

Wages paid for coal production 5,80,000 
Coal for colliery consumption 45,000 
Timber used in coal production 64,000 
Ropes used in coal production 12,000 
Stores used in coal production 76,000 
Royalties paid 42,000 
General charges 70,000 
Salaries 36,000 
Coal Sold (Including colliery) 1,12,000 tonnes 8,84,000 
Wages paid for coke making 50,000 
Stores used for coke making 37,000 
Salaries for coke making 8,000 
roke sold (43,500 tonnes) 5,40,000 


The stock of coal at the beginning of the year amounted to 
7,000 tonnes valued at Rs. 5 per tonne and at the end of the year 
15,000 tonnes valued at the same rate. The stock cf coke at the 
beginning of the year amounted to 2,000 tonnes valued at Rs. 10 
per tonne and at the end of the year 500 tonnes valued at the same 
rate. 

The total production of the colliery was 1.85,000 tonnes of 
coal and 42,000 tonnes of coke ; 65,000 tonnes of coal being used 
for coke-making. 

Prepare separate Production Accounts for coal and coke, 
showing the cost of each item of expense per tonne of coal and coke 
respectively, taking coal used for coke making at cost price. 

Solution 

COAL PRODUCTION ACCOUNT 


Year ending on. Output: 1.85,000 tonnes 


Particulars 


Total 

Particulars 

Per Toni 

_l 

Total 

To Wages paid 
„ Coal for colliery 
consumption 
„ Timber used 
„ Ropes used 
„ Stores used 

M Royalties paid 
„ General charges 
„ Salaries 


Rs. 

5,80.000 

45,000 

64,000 

12,000 

76,000 

42,000 

70,000 

36,000 

By Cost of Produc¬ 
tion of 1,85,000 
tonnes c/d 

1 

Rs. 

9,25,000 


tea 

9,25,000 



9,25,000 

To Opening stock 

(7,000 tonnes) 
„ Cost of Produc¬ 
tion of 1,85,000 
tonnes during the 
year 

„ Profit on Coal 
Production 

500 

500 

35,000 

9,25,000 

3,24,000 

By Sales (1,12,000 
tonnes) 
By Coke Produc¬ 
tion A/c (65,000 
tonnes) 
By Closing stock 
(15,000 tonnes) 

5.00 

500 




12,84,000 



12,84,000 
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COKE PRODUCTION ACCOUNT 


Output : 42.000 tonne* 


Year ending on. 

Particulars 

• 

Per 

tonne 

Total 

Particulars f 

Per 

tonne I 

Total 

To Coal used 

(65,000 tonnes at 
Rs. 5 per tonne) 

„ Wages paid 
,, Stores used 
,, Salaries 

7-74 

119 

0 88 
019 

3.25.000 

. 50,000 
37.000 
8,000 

By Cost of Produc- 
lion of 42,000 
tonnes of Coke 
c/d 

Rs 

1000 

IV) • • 

4.20.000 

1000 

4.20.000 


10 00 

4.20.000 


By Sales of 43,500 
tonnes 

,, Closing stock 
500 tonnes 



To Opening stock 
(2.000 tonnes) 

„ Cost of produc¬ 
tion of 42.000 
tonnes of coke 
b/d 

„ Profit on coke 

nrAniiTl lAfl 

1000 

1000 

20.000 

4,20.000 

1.05,000 

1000 

5,40.000 

5,000 

pr UUUWl 1UII 


. 


5.45 000 



5,45,000 

■ 

J_ 


Illustration 71 

The Cloth and Yarn Manufacturing Account of the 
Mills Ltd. for the year ended 31st December, 1978. 
below : ________ 

By Sale of 2,24,000 lbs. of 
wast being that portion 
of 11,53.6000 lbs. Of 
cotton, as per contract 
which could not be uti¬ 
lised in yarn manufac¬ 
ture. 


Malwa 
set out 


To Opening stock : 

Yarn 44.800 lbs. 33.600 
Cloth 88.200 lbs. 88.200 


•t 


Cotton consumed 
11,53,600 lbs. 

Spinning wages 
Weaving wages 
Stores consumed in 
spinning which increased 
the yarn by 5,600 lbs. in 
weight 

Stores and sizing mate¬ 
rial consumed in weaving 
which increased cloth by 

1.86,200 lbs. in weight 
Spinning Fuel 
Weaving Fuel 
Gross Profit 



By Yarn Sales 1.68.000 lbs 
Cloth sales 7,56/100 lbs 
Closing Stoc. : 

Yarn 1,40.000 lbs. 

Clot! 1.90.400 lbs. 


28.000 

1,89.000 

8.97.750 

1.48.750 

2.U 200 


14.77.700 


In the above Manufacturing Account (where tI1 * c '“ ,n g Sl ®he 
of yarn and cloth is taken at actual cost) u .s contended by tne 
income-tax authorities that the closing stock is valued belov 
price in order to suppress the profit actually made 
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For the satisfaction of the authorities, you are required to 
prepare from the above Manufacturing Account, a separate Yarn 
production Account and a separate Cloth Production Account, 
snowing the following details :— 

(а) Gross Profit of the department. 

(б) Total quantity produced (including opening stock). 

(c) Total cost of production (including the value of the open¬ 
ing stock which was at cost) 

(d) Cost of production per pound (including the quantity of 
the opening stock in total quantity and the cost of opening 
stock in total cost). 

Ir manufacturing cloth 6,72,000 lb. of yarn were consumed 
which are to be adjusted at actual cost arrived at in the manner 
stated above. 

Solution 


YARN PRODUCTION ACCOUNT 


Particulars 

Weight 

Amount 

Particulars 

Weight 

Amount 


lbs. 

Rs. 


mmjm 

Rs. 

To Opening Stock 



By Sale of Waste* 


28,000 

„ Cotton consu¬ 



„ Cost of Pro¬ 

med 

11,53,600 

9,01,250 

duction 


10,41,250 

„ Spinning Wages 


(Rs. 1 0625 

„ Stores consu¬ 



per lb.) 



med 

5,600 





Spinning Fuels 






12,04,000 

10.69.250 


12,04,000 

10,69,250 


KSi 


By Yarn Sales 

1,68,000 

1,89,000 


1 


„ Cloth Produc¬ 


To Cost of Pro¬ 



tion 

6,72,000 

7,14,000 

duction 


10.41,250 

„ Closing Bala¬ 

„ Gross Profit 

HI 

10,500 

nce 

1,40,000 

1,48,750 

Total 

_1 


10.51.750 



10,51,750 


•The sale of waste yarn has been credited in Yarn A/c before 
calculating the cost of Production because, as per contract, waste 
yarn could not be utilised in Yarn manufacture. 
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CLOTH PRODUCTION ACCOUNT 


Particulars 

Weight 

Amount 

Particulars 

Weight 

IKc 

Amount 

Rs. 

To Opening Stock 
„ Yarn used 
,, Weaving wages 
„ Stores con¬ 
sumed 

„ Weaving Fuel 

lbs. 

88,200 

6.72.000 

1 , 86,200 

Rs. 

88.200 

7.14.000 

91.700 

1.48.400 

22.400 

By Cost of Pro- 

duci -3 

(Rs. U 
per lb.) 

IU5 • 

9.46.400 

10,64.700 


9.46,400 

10.64.700 


9,46.400 

<7 <7 (lAA 

10.64,700 
o 07 -y<o” 

To Cost of Pro¬ 
duction 
„ Gross Profit 

9.46.400 

10.64.700 

47,250 

By Sales • 

„ Closing 
Balance 

7.56.UUU 

1,90.400 

2,14.200 

Total 

| 9,46.400 

11,11,950 

Total 

9.46.400 

— 

11,11.950 


Illustration 12' 


A manufactures a standard article in three qualities, 
the production during the year 1978 was : 

500 articles of quality A 
1 ,000 articles of quality B 
1,200 articles of quality C 

The stocks of finished Goods on 1st Jan.. 1978 were : 
Quality A 60 articles 


»» 

** 


B 40 „ 

C 76 


of which 


Sales made during the >ear 1978 were ; 

510 articles of Quality A at Rs. 60 ; 

960 articles of Quality B at Rs. 67*50 ; 

1,248 articles of Duality C at Rs. 75. 

The following figures, in respect of the year, 
from the books of accounts * 

Work-in-progress on 1st January. 1 97 J 
Work-in-progress on 31st December, 19/8 
Cost of F.iw Materials used in manufacture 
Cost of Stores used in manufacture 
Manufacturing Wages 
Depreciation (works) 

Works overheads 




were extracted 


Rs. 

15.000 

18.000 

43.500 
6.000 

78.000 

9.000 

16.500 


From the above particulars, prepare Manufacturing & Trad¬ 
ing c for the year, slowing the amount of Gross Profit carried to 
Profit £ Loss A/c ; assume that the percentage rate of Gross Front 
is the ..ime for all the three kinds of articles. 
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Solution 

MANUFACTURING AND TRADING ACCOUNT FOR THE 
YEAR ENDING ON 31ST DECEMBER, 1978 


Particulars 


To Work-in-progress 
1st Jan. 1978 
„ Cost of Materials 
„ Cost of Stores 
„ Manufacturing 
Wages 
Depreciation 
Works overheads 


Amount 


Rb. 


»• 


j tock 1st Jan., 
>78 

60 @ Rs. 48 
40 @ Rs. 54 
76 @ Rs. 60 

To Production 
A 500 @ Rs. 48 
B 10T0 (rt) Rs. 54 
C 1200 (g Rs- 60 

To Gross Profit 


Amount 


2,880 

2,160 

4,560 


Rs. 

15,000 

43.500 

6.000 

78,000 

9.000 

16.500 


Particular 


1 , 68,000 


By Work-in-Progress 
31st Dec., 1978 
By Cost of Production 
,4(500 x Rs. 48) 
£(1000xRs. 54) 
C(1200x Rs. 60) 


Amount Amount 


Rs. 


24.000 

54.000 

72,000 


“RT 

18,000 


1,50,000 


9.600 


24.000 I 

54,000 

72,000 



By Sales 

A 510 @ Rs. 60 
B 960 (S Rs. 67-50 
C 1,248^@ Rs. 75 


Bv S^ck on 

31st Dec.. 1978 
/f 50 <? Rs. 48 
£80^ Rs. 54 
C 28 Rs. 60 



Rs. 

Rs. 

Rs. 


30,000 

67,500 

90.000 


Rs. 1,87,500 


Notes : (1) As the percentage rate of gross profit is the same in the cose of all 
three qualities the cost of freduction must be in dirc:\ proportion 
to selling price of articles produced i.e. 

A 500 @ Rs. 60 
B 1,000(5; Rs. 67-50 
C 1,200 (g Rs 75 

Total selling price of Ouantity produced 

Total selling price is Rs. 1,87.500, 

and total cost is Rs. 1,50,000 

Cost of „ . -.000,^000 =RS 24.000®^. 48 per article ,e. 

CostofB = W* U 0.000 cRs per artide ^ 

Cos. of C = ?2 ^-^=Rs. per artide 

(2) In the absence of necessary figures it is assumed that the Cost of Pro¬ 
duction per article in the previous year was the seme as in me 
current year. 
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(3) The Gross Profit per quality is 


A 

B 

C 


510x(Rs.60-Rs.48) 
960 x (Rs. 67-50-Rs. 54) 
1,248 x(R« 75-Rs. 60) 


:510xRs. 12 
^960 x Rs- 1350 
1.248 xRs. 15 



Rs- 37,800 


QUESTIONS 

expenses which enter intocost,of ^ uc f * 1 , ° n Voduction. <D'lhi B. Com.) 

proper form to present details of the . do thcy differ from a 

2. What are Cost Sheets ? In * hat rcspc V (Delhi B. Com.) 

working of Production Account. annlicablc 

3. Describe the objects o. a O.S. Sheet and g.ve an example appl.cab 

to a Cloth Manufacturer or other business known (/ ^ rpo V a /^ Accountants . Inter.) 

4. Why are factory overheads not genera^ ? cd m ,he ^(-.A^Final) 

••Work-in-process" ? Would you advocate their inclusion . 


PRACTICAL . 

5. The following particulars have been extracted from the. boohs 


of M. 


3. inc loiiuwuig |)duiv.uion --y, ,, r# 

Manufacturing Co. Ltd., Calcutta for the year ended 3ist Jv 


Stock of Materials as on 31st March, 1978 
Stock of Materials as on 31st March. 1979 
Materials purchased 
Drawing Office Salaries 
Counting House Salaries 
Carriage Inwards 
Carriage Outwards 
Cash Discounts allowed 
Bad Debts Written Off 
Repairs of Plant,^Machinery and Tools 
Rent Rates, Taxes and Insurance (Factory) 

Rent, Rates. Taxes and Insurance (Office) 

Travelling Expenses 
Traveller’s Salaries and Commission 
Production Wages , T . e 

Depreciation written off on Machinery, Plant &• loois 
Depreciation written off on Furniture 
Directors’ Fees 

Gas and Water Charges (Factory) 

Gas and Water Charges (Office) 

General Charges 
Manager’s Salary 

Out of 48 working hours in a week, the time devoted by the manager to 
the factoiy and office was on average 40 hours and 8 hours respectively through¬ 
out the accounting year 

Prepare a statement giving the following information * 

(6) Factory Overheads and the percentage on production wages. 

(c) Factory Cost. 

0 i ) Office Overheads and the percentage on factorv cost. 

(e) Total Cost. ,, OArt 

[Ans. (a) Prime Cost Rs. 3 . 53.200 (fc) Factory Overheads Rs. M.SOT. 
29 85%. (c) Factory CostRs. 3.95,000 ( d) Total Cost Rs. 4,45,200}< 


rch, 1979 
Rs. 
47,000 
50.000 
2 08,000 

9.600 
14,000 

8,200 

5.100 
3/00 
4.700 

10.600 
3,000 
1.000 

3.100 
8.400 

1,40,000 

7.100 
600 

6,000 
1,500 
300 
5.000 
12,000 
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30.000 

4.50.000 

2.30.000 

92.000 

12.000 

25,000 

15,000 

60,000 

55,000 

20,000 

9,00.000 

30,000 

manufactured 


and 


6 . The following information has been obtained from the records of 
•Left Centre Corporation for the period from June 1 to June 30, 1978 

Rs. 

Cost of raw materials on l June, 1978 
Purchase of raw materials during the month 
Wages paid 
Factory overhead 

Cost of work-in-progress on June 1,1978 
Cost of raw materials on June 30, 1978 
Cost of work-in-progress on June 30, 1978 
Cost of stock of finished goods on June 1. 1978 
Cost of stocks of finished goods on June 30, 1978 
Selling and distribution overheads 
Sales 

Administration overheads 

Prepare (0 Statement of cost of production of goods 
(/i) Statement of cost of production of finished goods sold. 

(Ans. Total Cost of production of goods 

Cost of production of finished goods sold Rs. 8,09,000 , belling 
expenses will be considered, while ascertaining cost of sales.] 

7. In a factory two types of radios arc manufactured viz. Orient and 
Sujan Models. Trom Mhe following particulars prepare a statement showing 
cost and profit per radio sold. There is no opening or closing stock. 

Orient Sujan 

Material* &*» 

at 15% ctrfworki col”**The''se , Hi : n^^^ce ) of*^^ U, '*^^* < ^*" C Rs° V '^0**^®* Orient 
radios and 286 Sujan radios were sold. Qom ()«//*/] 

1Ans . Copper radio Orient Rs. 8.6 30 ; Sujan 

8 You are the accountant of India. Structural*Ltdl. The Contract 
for the purpose : 

Output of structural material per yer 
Yearly con.umption of raw materials 
Yearly Wage bill 
Yearly Depreciation of Plant 
Annual Dividend to Shareholders 
Income-tax (annual) 

Salaries of supervisory staff for a year 
Remuneration and perquisites of Managing 
Director for a year 
The company adds 20% to its cost as its margin of profit- 
Tender your advice about the per tonne rate to be quoted.^ 

(Ans. Rs. 3,306 per tonne) 

9 . T*- following data relate to the manufacture of standard product 
durir.u the four weeks ending on 28th Oct., 1978 : 

Raw materials consumed £?* 

Direct wage* 

Machine hours worked 
Machine hours rate 


20,000 tonnes 
Rs. 2,00,00,000 
2,50.00.000 
50.00,000 
30.00.000 
50.00,000 
50,00.000 

1 , 00,000 


20.000 
12,000 
950 (Hrs.) 
2 00 



2»S 


0 37 per unit 
20,000 
18,000 
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office overhead115% on Work, cos.: Re 
Selling overhead 

ffissffk 

Prepare a statement from the above showing 
(a) The cost of production per unit , and 

\b) The profit for the period. ^ rs. l 949 ; (6) Rs. 3 258] 

- for ,he supp,y of ^ 

Selling and Distribution Rs. 16,000- 
Fixed overheads : 

Factory Rs. 6,000. . 

* - " hich win ~“ ttia 
profit of 20 per cent on selling price. [Ans Selling price per chair Rs. 25] 

The following de.au, have been obtained from .he co,. record, of 
Comet Paints Limited : 

Stock of Raw Materials on 1st Sept., 1978 
„ „ .. 30th ” 

Direct Wages 
Indirect Wages 
S&lc3 

Work-in-Progress on 1978 

Purchases of Raw Materials 
Factory Rent, Rates and f<>wer 
Depreciation of Plant and Machinery 
Expenses on purchases 
Carriage Outwards 
Advertising 
Office Rent and Taxes 
Travellers’ Wages and Commission 
Stock of Finished Goods on 1st Sept., 1978 
,, ,, 30tn »• •• 

Prepare' a Production Account giving .he maximu^poy.bl^break^p of 

cos,s 

(Hint Prepare it in the form of an account as shown on page 2a8 of the 
CH book giving maximum break up of cos. as if done m case of a 

Cost Sheet]. 

12 In a Brass Foundry, three type; of building accessories namely A, 

^aured^from"!^ same U rnixture*of molten'brass t ^ut d Tequires^kMled P |abour a °.id 

reference to the following data : 

Direct Material : 

(o) Brass ingots-200 quintals a. Rs- 800 per quintal. 

(6) Coke—50 quintals at Rs. IS per quintal. 

(c) Cupola labanr—20 men at Rs. 5 per day for I day. 


Rs. 
75,000 

91.500 

52.500 
2,750 

2 , 11.000 

28,000 

35,000 

66.000 

15,000 

3.500 

1.500 

2.500 

3.500 

2.500 

6.500 
54,000 
31.000 
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id) Depreciation on Melting Furnace Equipments at Re. 1 per quintal 
of ingot melted. Molten brass taken out of the cupola is distributed 
50 per cent to . f, 30 per cent to B and 20 per cent to C. 

Direct labour 

A—200 men at Rs. 5 per day for 1 day. 

B —250 men at Rs. 7 per day for l day. 

C—150 men at Rs. 8 per day for 1 day. 

Factory Overhead : 

A— 100 percent of Direct Labour. 

200 percent of Direct Labour. 

C—300 percent of Direct Labour. 

General Overnead : 

10 ner cent of Works Cost . ... 

Assume no loss in melting and no reject,on m mould,ng^ ^ ^ 

[Ans. A, Rs. 90.777-5 ; B. Rs. 58.921-5 ; C. Rs. 40,7111 

13. Prepare a cost sheet showing the cost per ton ®“ u t faCturcd 

by J. J Paper Mills in January 1979, under the different elements of cost. 

Direct Materials : 


Other Miscellaneous Materials 

Direct Labour : 

220 skilled men for 25 days 
110 unskilled men for 25 days 

Direct expenses : 

Special equipments 
Special Dyes 
Works Overhead : 

Variable 

Fixed v 

Office and administrative overhead 
Selling and distribution overhead 

Finished paper manufactured : 
Credit on account of sale or 
of waste 


1,000 tonnes 
200 tonnes 


Rs. 50 per tonne 
! Rs. 30 per tonne 


@ Rs. 5 per day 
@ Rs. 4 per dav 

Rs. 10.000 
Rs. 5.000 

100 per cent on direct wage. 

50 per cent on direct *vagea. 

§ 10 per cent on works cost 
20 per cent on total cost of 
Production 

1,000 tonnes 
Rs. 2,000 


The scrap value of the special equipment after utilisation in manufa- 

clure '• M ’ (Andhra Unit.. B. Com.) 

[Ans. Rs. 218-13] 

shoes for the year 1978 . Amount 

Expenditure Head (in Rs.) 


Raw materials consumed (including abnormal wastage 
of Rs. 10.000) 

Direct Wages paid 
Factory Overheads 
Tools consumed 

Depreciation of Machines (Factory) 

Machines Imported 

Works Expenses (Misc) - 


5,10,000 

4,00,000 

1,00,000 

10,000 

5,000 

1 . 00,000 

50.000 
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25,000 

40,000 

50,000 

5,000 

1,000 

25,000 

20,000 

30.000 

1 , 00,000 


Office Expenses 
Overheads for Office 
Managing Director’s Salary 
Stationery & Printing etc. (office) 

Depreciation of Machines (office) 

Selling and Distribution expenses 
Entertainment of buyers 
Advertising 

Dividends paid .. 

Prepare a cost analysis statement (in columnat form) after consuming 

the following : 

(/) The profit rate is 20% on sales. 

("> Wa *« ° U,SUndiag RS ' 2S '° 00 ' (fl . com. Pass Delhi) 

has been considered as a financial iteml. 

IS Javanth Co. Ltd. makes two kinds cf rubber balls, A and B. in 
following particulars relate to these balls for the year 1978 : 

A 


Balls manufactured 
Direct cost : 

Material 
Wages 
Power etc. 


50,000 

Rs. 

6.280 

18,800 

4,200 

29,280 



19.520 


Other costs : 


Rs. 

7,200 

800 

8,880 


Factory supervision 
Packing expenses 

Selling expenses . 

You are required to prepare a statement showing the> cost < 

of balls when ready for despatch taking the following mto consideration . 

(a) Factory supervision to be charged in proportion to direct costs. 

(b) Packing expenses to be apportioned in the ratio that direct cost plus 
factory supervision cost of A bear to sim ilar cost of B. 

(c) Selling expenses to be charged in proportion to the number of balls 
manufactured. 

( B . Com., Madras) 

[Ans. Total cost of pumps Rs. 40,080 ; Rs. 25.600J 

16. The following is the summarised Trading and Profit and Loss A/c of 
K. Waterproof Manufactures, Ltd., for the year ending 31st March. 1978 in 
which year 800 waterproofs were sold by the said company. 
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TRADING AND PROFIT AND LOSS A/C 


To Cost of materials 
„ Direct wages 
,, Manufacturing charges 
„ Gross Profit c/d 

Rs. 

32,000 

48,000 

20,000 

60,000 

By Sales 

Rs. 

1,60,000 


1,60.000 


1,60,000 

To Office Salaries 
l# Rent and Taxes 
„ Selling Expenses 
, General Expenses 

M >let Profit 

1111 $ 
n 00 2 — 

By Gross Profit b/d 

60,000 

j 60,000 


60,000 


Following estimates ... r 

for the year ending 31st March, 1979 : 

The output and the sales will be of 1,000 waterproofs. 

\b) The price of materials will rise by 25% on the previous year’s 

(c) Wages during the year will rise by 12*%. . 

d) Manufacturing cost will rise in proport.on to the cornb.ned cost of 
materials and wages. 

(e) Selling cost per unit will remain unchanged. 

( n Other expenses will remain unaffected by the rise in output. 

” information prepare a cost statement showing the price 

a, which°the w e a a ,«proo(s would be marketed so as to show a profit of 10% on 

the selling price. [Ans. Selling price Rs. 21S'75) 

17 A coal mine his the following expenditure during the month of 

January 1979 : 


Wages: 


Underground 

Surface 


Working Expenses : 

Stores _ , 

Repairs and Renewals 
Tram Wages 
Timber 
Rent Charges 
Depreciation of Machinery 


Rs. 

90,000 

11,000 


Rs. 


Rs. 


1,01,000 


6,600 

4,000 

2.400 
5.500 

4.400 
6,000 


28,900 
26.000 
14,000 
tonnes 20,000 


Seihng'and'Di'.^butfonV.-f cases 

Output for the month ... 

u hours for the menth were 50,COO and the usual administra¬ 
te work ngh^ ^ and scUjng expenses were app- 

tive cost was applied a P v 0 u are requested to prepaie a monthly cost sheet 

S-actual costs per tonne from estimated costs as applied 

b ^ a ” Sriling Cost Rs- 1.66,900 ;Under allocation Total Rs 3,000 ; Re 0-lSPei 
tonne! 
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18 . Oo 30th ^ril. 1979. wj^ejne meter 
for a contract for the «K*yrf W»', 0 ive the same Percent^ of net 

tar zz££su us**.... &*»*> ,s7 ’ ■ 

Stock of raw materials Ist Octo^jr, 1978 1 'lSloOO 

Stock of raw materials 3Is March 19 * , ,50.000 

P jrchasc of raw materials (6 months) 3,00,000 

vactory Wages (6 months) . * 50,000 

Variable Factory Overheads (6 montns) 5.40.000 

Sales (6 months) R Nil 

Completed Stock 1.00.000 

The number of me“r» to be 

including those sold and those^n * JJ Wty 8 j m Uar to those manufactured 

fflSsss:« «—■« *-• ■« «~ 

of factory labour increased by 10 / Q . - -. 


[Ans 


lb °ur increased by Cost ^ 5 , 86.000 ; Profit 10% o 

• SellingPricft &lUB»ftl«e Rs. 5.40.C00. Amount of tender Rs. 

^^u^per fenced 

sasK pri “'° rade ' “ 

Rs. 150 per dozen and Grade B at *cs. « p 

S a.e price are based on the following est,mated figttres^- ^ 

Grade A Grade B 

Rs. Rs- 

Direct Material cost I-qq 7 00 

Direct wages 2 50 3*50 

Production Overhead __ 


Works Cost 

Selling and Distribution Overhead 


900 

0-90 

990 


13 50 
1-35 

1485 


On making up accounts for the year ended 31st December 1978, the 
following facts were ascertained : Grade ^ Grade g 

Rs. • Rs- 

Cost of Material used W*j* 76 500 

Direct Wages 38 ' 250 R c 68 2 S0 ' ‘ 

Production Overhead (Total) .. 5* 

Selling and Distribution Overhead (Total) Rs. 32,700 

DurirR the year sales amcunteJ 10 Rs. 1,05,0C0 in respect of Grade ^ 
.--I...;,/Ill t R 0 0 C 0 in respect of Grade B articles, and stocks on hand at 
Ms't Deamber; Valued"? works cos. as per his costing, were : Rs. 5,400 of 
Grade A ar d Rs. 13.5CO of Grade B. 

From the information given above >ou arc required to prepare a statement 
of revised costings showing the cost per article sold during 1978. 

[Ans. Cost per article sold : A— Rs. 9 71 ; fl—Rs. 16 33] 

I Hint * Allocate production overhead in proportion to direct wage* (l : 2) 
and selling and distribution overhead in proportion tp works cost (76: 142). 
Number of units produced are: Units sold4 closing stock ir ;| .for A 9,000 units 
axdfcV R 10 CC 0 units T» tal cost Rs. 17.4C0 (A) and Rs. 1,63.300 (B). 
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20. From the understated particulars you arc required to prepare a 
monthly cost sheet of Plastic Toy Manufacturers Ltd. showing cost and profit per 
1,000 toys. Show also in the form of a summary, the Cost of Sales, Net Profit 
and Sales for the month. The company manufacturers only one type of tov 
The opening stock was valued at the same price per 1,000 toys as the production 
for the month concerned : 


Materials : Basic Raw Materials 

Stores 

Labour: Direct 

Indirect 

Overheads: Works 

Office 

Production for the month 
Sales for the month 
Stock, 1st June, 1979 
Stock, 30th June, 1979 


1,400 tonnes @ Rs. 5 per tonne 
Rs. 5,000 
Rs. 16,000 
Rs. 3,000 
25% of direct labour 
10 % of works cost 
June 1979, 10,00,000 toys. 
9,00,000 toys at Rs. 50 per 1,000 
2,00,000 
3,00,000 


fAns. Cost oi Sales per 1,000 toys Rs. 38*50 
Profit „ „ Rs. 11-50) 

21. A company makes two distinct types of vehicles A and B . The total 
expenses during a period as shown by the books for assembly of 600 of A and 
800 of B are as under : 


Rs. 

Material 1,98.000 

Direct wages 12,000 

Stores overheads 19,800 

R-unning expenses of machine 4,400 

Depreciation 2,200 

Labour amenities 1,500 

Works general 30,000 

Administration and selling 26,800 

Other data available to you arc : 

A :B 

Material cost ratio per unit 1 ; 2 

• Direct labour ratio per unit 2 : 3 

Machinc-utilizat : on :atio per unit 1 : 2 


Calculate the cost oi each vehicle per unit giving reason for the basis of 
apportionment adopted by you. 

[Ans. Cost per unit : ^-Rs. 138*79 £—Rs. 264*28) 

(Hint. Effective material ratio comes to 3:8 (600 x 1 : 800x2) : labour 
ratio 1 : 2 ( 2 x 600 : 3x 800). ‘Works general* have been appor¬ 
tioned in labour ratio and “Administration and selling” in the 
ratio of Works Cost.) 

22. A factory can produce 60,000 units per annum at its optimum (100%) 
capacity. 

The estimated costs of production arc as under ; 

Direct Material Rs. 3 per unit 

Direct Labour Rs. 2 per unit 


Indirect Expenses : 

Fixed Rs. 1,50,000 per annum 

Variable Rs. 5 per unit 

Semi-Variable Rs. 50,000 per annum up to 50% capa¬ 

city and an extra expense of Rs. 10,000 
for every 25% increase in capacity or 
part thereof. 


The factory produces only against orders (and not for own stock.) 

If the production programme of factory is as indicated below and the 
Management desires to ensure a profit or Rs. 1.00.000 for tne year, work out the 
average Selling Price at which each unit should be quoted : 
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50% of capacity ; remaining 9 months ; 80% 


First 3 months of the year 
of capacity. . . . 

unorc seUing. distribution ^ per ^ ^ 

23. The following figures have been obtianed from the cost recor 
Roi Manufacturing Company for the year 1978 : ^ 

Cost of Materials 2 W M0 • 

Wages for labour l’20*000 

Factory Overhead ’56 000 

Distribution expenses j 34*400 

Administration expenses ’89i600 

Selling expenses 1,68’,000 

A work^ order was executed in 1979 and the following expenses were 
incurred : _ 

Cost of Materials 20 000 

Wages for labour ’ n . 

Assuming that in 1979 the rate for factory 
distribution charges went down by 10 %. and “to*****^**™^ * s to 

went up by 12 *%. at wnat price should the Q b ? C ^thc full 

earn the same earlier rate of profit on th- s-iung price 
working. 

Factory overhead is based on direct wages while Distribution, Adminis¬ 
tration and Selling charges are based on the Factory Cost.^ R ^ /977> 

(Am. Rs. 1,22,7071 


24. Prepare an estimated cost sheet based onthe ^ ^ 

consider the price that you would quote for an export order of 25.000 pieces. 

Raw Material-10.000 kgs. @ 6 95 per kg. 

Direct Labour-15.000 hours normal at Rs. 2.00 per hour 
25% overtime at double the normal rate. 

Factory overheads-normally recovered at waK „ 

Selling & Distribution Cost-normally recoverd at 60/ 0 of direct wages. 

Additional Fixed Capital Investment to be mad *” R *;/ o 7 00U 

Normal Net Return on Capital employed expected— 

increase in working capital-20% oMhe Fmal , June 1980) 

(Ans. Price to be quoted Rs. 2.00,000] 

(Hint. Capital employed-F.xed Capital Rs. 5 ^ 1 00 °^ved n Rs zl^Oo' 
' Rs 40.000«Rs 90.000 ; Return on Capital employed Rs 2Z.5W. 

Sales Rs. 2,00.000). 
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A LL types of manufacturing concerns can broadly be classified 
into two categories-(t) Mass-production concerns («) Special 
order concerns. Mass-production concern such as chemical plants, 
flour mills, paper manufacturing, tyre and rubber companies etc., 
produce uniform standard products and involve generally a continu¬ 
ous production process. The finished products are the result of 
successive operations^On the other hand special-order concerns 
manufacture products in clearly distinguishable lots in accordace 
with special orders and individual specifications. Printing shops, 
construction companies, machine tool manufacturing, repair shopsi 
wood-working shops etc. come in this category. In case of mass pro¬ 
duction concerns the products when produced are of the same type, 
and involve the same material and labour and passthrough the same 
set of processes. In such industries each process is designated as a 
separate cost-centre and the cost per unit is calculated by dividing 
the total cost of the process with the total number of units produced 
by the process. The cost of production of the product is obtainedi 
by adding the unit costs of various proc«s£Sythrough which the 
product has passed. This method of closing^ known as process 
costing. It has been explained in detail in the next chapter. 

/job costing 

In case of special-order concerns products produced or jobs under¬ 
taken are of diverse nature. They involve materials and labour 
in different quantities and entail different amounts of overhead 
costs. In such concerns it is necessary to keep a separate record 
of each lot of products or jobs from the time the work on the job or 
product begins till it is completed. A separate job card or cost sheet 
is maintained for each job or product in which all expenses of 
materials, labour, overheads are entered and cost of completing a 
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job or manufacturing a product is found out. Such a cost system is 
Vnown as job or terminal or specific costing 

Objectives of job costing 

Job costing serves the following objectives : 

ofa similar nature which are in prospect. 

(c) I. enables management to control C 

by comparing actual costs with the estimated one . 

A system of job costing should be adopted after considering 
the following two factors : . f 

(a) Each order or job should be continuously identifiable from 
the raw material stage to the stage of completion. 

The svstem is very expensive because it requires a o ol 
clerical work in estimating costs, designing scheduling 
of production. It should, therefore, be adopted when 

absolutely warranted. 

Procedure 

The following is the procedure adopted for coning purposes in 
a concern using job costing— 

Job order number 

Every order received is allotted a certain number from a run¬ 
ning list maintained for this purpose. Bvery order 01 _ J .J ^ 
known by its number throughout its production p 
factorv. 


(b) 


Production/job order 

A production job order is a written order issued to the manu¬ 
facturing department to proceed wtth a job. It is ‘ s s»ed y 
Production Planning Department on receipt of a job order to the 
foreman of the relevant department. Instruct.ons to ‘he costing 
department to collect particulars of costs on execution ot the job 
are also issued simultaneously. The production order 15 Prepared 
with sufficient copies for all the departmental managers or foremen 
who will be required to take any part in the production, lne pro¬ 
duction order may be in the form given on the next page. 
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r 

Product. 

Ordered by . 

Date to ccnarccce 


PRODUCTION ORDER 

Prod action Order No... 

Date of Order.... 

Date to complete. 

Authorised by. 


Qty. 

‘^‘'^ription 

Bill of 

Materials No. 

Drawing 

No. 

List of 
tools 
Symbol 
No. 

Pattern 

No. 








For Office Use 

Entered iu Cost Sheet No. Date actually started. 

•»y. Date actually finished. 

Checked by. Quantity actually produced 

Fig. 49 


Bills of materials 


The Production and Planning Department also prepares a list 
of materials and stores (Bill of Materials) required for the comple¬ 
tion of the job. It is sent to the storekeeper so that he may arrange 
for the necessary materials required for the job. A copy is also sent 
to the concerned foremen with the Production Order which serves as 
an authority to him for collecting the materials and stores mentioned 
from the storekeeper. On the same pattern a list of tools required is 
also prepared. 

Job cost card 

Job cost card or job cost sheet is the most important document 
used in the job costing system. A separate card or cost sheet is 
maintained for each job in which all expenses regarding materials, 
labour and overheads are recorded directly from costing records. 
We are discussing below the method of finding out the cost of each 
of these elements in respect of a particular order 

(a) Materials. The information regarding cost of materials or 
stores used fo.' a particular job order can be obtained from materials 
or stores requisition slips. In case of large job orders. Materials Ab¬ 
stracts can be prepared for finding out the total value of materials 
issued to different jobs. 
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(6 ) Labour. The cost of labour incurred oneachjob «n 

—,i*.u S jag—.ca; 

overheads determined on the basis of the me - discusse d in 

tion of overheads. These methods have aireadybeends of 

the chapter on “Overheads Distribution . NormaU> on 
past results an overhead rate is determined and each jod 
for overheads at the pre-deter mined rate i. # 

A proforma of a Job Cost Card is given below . 

JOB COST CARD 

BR1GHTWAYS COMPANY __ 

-- Job Order No.. 

_ , 4 Buyers’s Purchase Order No. 

nwu!rr!l iiv. Date Started ... 

Ordered by. Datc . .•- 

-”-DEPARTMENT^ - 


Direct Materials 




(Stores Rcq 
No.) 



Direct Labour 


Date I Reference 

Worker's 
Ticket No. 


Overheads 



Amount 


TTT71 


(predetermined 

overhead rate) 


DEPARTMENT 


Direr* Labour 

< 

— - 

Overheads 

Date Reference 

Amount 

Date 

Amount 


(Contd. on page 296> 
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{Centd. from page 295 ) 


SUMMARY 


Setlla* Price 

Costs : Direct Material 

Deptt. A 

X X 

Deptt. B 

X X 

X 

xxx 

Total _ 

X X 

Direct Labour 

X 

X 

X X 

X 

X X 

Factory Overheads 

X 

X 

X X 

X 

X X 

Total Cost 

x 

X 

X x 

X 

X x X X X 

Gross Profit 





xxx 


Fig. 50 


Profit or Loss on a job can also be found out by preparing a 
Job Account. The Job account is debited with all expenses incurred 
on the job and is credited with the Job price. The difference of the 
two sides will b^the profit or lo«s made or suffered on the Job. 

Work-in-process 1 

The account is maintained in the cost ledger and it represents 
the jobs under production. The account may be maintained in any 
of the following two ways depending upon the requirements of the 
business— 

1. A composite work-in-process account for the entire factory. 

2. A composite worK-in process account for every depart¬ 
ment. For example, if the factory has three departments 
A, B and C, a work-in-process for each of these three 
departments will be opened. 

The work-in-process account is periodically debited with all 
costs direct and indirect incurred in execution of the jobs. At inter¬ 
vals of month or so a summary of completed Jobs is prepared and 
the work-in-process account is credited with the cost of .completed 
jobs. In case work-in-process account for each department of the 
factory has been opened, it will be necessary to find out the cost of 
completed jobs regarding each department. 1 he balance in 

work-in-pi ocess account at any time represents the cost ol jobs not 

yet completed.. 

Job ticket 

V 

In order to provide information regarding the progress of each 
job at each operation, generally a Job Ticket is issued by the 
Production Control Department. The ticket contains detachable 
portions for different operations. A specimen of a simple job tn *et 
• is given on the next page :— 


1. For more details please refer to chapter 10 of the book . 
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JOB NO. 10S9 Da(e 


Customer. 
Quantity. 
Description. 


Date required- 

Operation 

. - No. 3 


Operator's* initial 
or Number 

Quantity Completed _ 


Checkco- 

JOB NO. 1089 


Operation 

No. 2 


Operator's initial 

Quantity Completed" 

• 

or Number 

Checked- 

JOB NO. 1089 


Operation 

No. 1 

Quantity Completed 


Operator's initial 
or Number 

Checked __ 

JOB NO. 1089 

jV. B. Ticket 

should be perforated on dotted lines. 
Fig. 51 



Portion ol ticket ,s •? ' ' p rodu ciion Control Department m 
Dooartment. This enable basis of oetached 

keeping Summary of Production' can be prepared 

;E 1 ^ 0 ^= fot costmg purposes. f Moreover the -mount o 

Cng^lSt numbers of jobs in process in any department and 
valuing this list. 
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Progress advice 

The foremen of a department may be required to send periodi¬ 
cally a statement regarding the stage of completion of each job to 
ensure completion of jobs by scheduled dates. Such a note is called 
“Progress Advice”. It may be in the following form— 

PROGRESS ADVICE 


Date. 

Job order 
No. 

1 

Description 

2 

Quantity 

3 

Date of 
Commence¬ 
ment 

4 

Date of 
Completion 

5 

Quantity 

Produced 

6 







Inspected 

7 

Approved 

B 

Rejected 

9 

Operator 

10 

Initials 

of 

Inspector 

11 

Remarks 

12 








Fig. 52 


Illustration 73 


Following information has been extracted from the costing re¬ 
cord of the Jai Engineer ing Works in re.pect of Job No. 28 

Materials Rs. 3450 

Wages 

Department A 60 hours @ Rs. 3/- per hour 

Department B 40 hours @ Rs. 2/- per hour 

Department C 20 hours (a) Rs. 4/- per hour 


Overhead expenses for the three departments were estimated 
as follows— 


Variable Overheads : 

Department A: ««. 4.000 for 4,000 direct 

labour hours 

Department *?: Rs. 3.000 for 1,500 direct 

labour hours 

Department 2' Rs. 1.000 for 500 diiect 

labour hours 

Fixed Overheads : 

Estimated at Rs. 10,000 for 10,000 pormal working hours. 

You are required to calculate the cost of Job No. 28 and cal¬ 
culate the price to be charged so as to give a profit of 20% on selling 
price. 
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s °l„ t i°. ^ SHEET 

JOB No. 28 
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Direct Material* 

"133E1ISS 


Prime Tost 


• Ovc rheads- V ar iable 
Department A —60 hrs. 
Department B—40 hrs 
Department C—20 hrs. 


jA);uniuvu. --- — 

••Overhead*—Fixed for 120 hrs. @ I/- per hour 

Total Cost 


Profit 20% on Selling Price 
•• or 25% on cost 



1 /. per hour 
21- per hour 
21 - per hour 


Selling Price 


_ ___ 

'Variable Overhead Rates h.v« been arrived‘ 

Depu. 

°?J!.n, P of Overheads for Dep»_g 
Dcptt. B- dumber direct labour nou.s 

«=Rs. 2/-per hour 

Amount of Overheads fojJ>cptr_C __j_— 
Deptt. C= Numbcr o, direct laboui hours ^ 

«Rs. 21- per hour __ 

••Fixed Overhead Rate has been arrived at as foUows 
Amount of Estimated Fixed Overheads^ WOO 
Normal Working hours 1U ’ 

a Re. 1/- Dcr hour. 


A woTk^rd” 'for 200 units of a commodity has to P^h^ueh 

2'SO, Machine No.IU- 

R? ' 3 The following^expenses" have hi incurred on the wo* — = 
Materials Rs. 8.000 and wages Rs. 500. 

„ suss & 

IV for 132 hours. 



300 


COST ACCOUNTING 

p ATfn ter 'r e W ,° rk ° rder , has been completed, materials worth 
wu a^e found to be surplus and are returned to stores. 

Office overheads used to be 40% of works costs, but on account 
of all-round rise in the cost of administration, distribution and sale, 
there has been a 50% rise in the office overhead expenditure. 

Moreover, it is known that 10% of the production will have 
tp be scrapped as not being upto the specification and the sale 
proceeds of the scrapped output will be only 5% of the cost of 
sales. 


If the manufacturer wants to make a profit of 20% on the 
total cost of the work order, find out the selling price of a unit of 
commodity ready for sales. 

Solution 

___STATEMENT SHOWING THE SELLING PRICE OF A UNIT 


Materials used (Rs. 8,000-Rs. 400) 

Direct Wages 

Prime cost 

.Vorks Overhead at machine hour rate — 

Machine No. I for 200 hrs. <& Rs. 125 per hour 

Machine No. 11 for 160 hrs. @ Rs. 2 50 per hour 

Machine No. Ill for 240 hrs. (g Rs. 3 per hour 

Machine No. IV for 132 hrs. (& Rs. 2 25 per hour 

Working Cost 

Office 0\crhcads at 60% of Works Cost 


•Less— proceeds of scrap 

(5% of 10% of Rs. 15.627) 

Total Cost of the work order 
Profit .it 20°.', of total cost 


Selling Price of 200 units 
Selling Price 




Nature and use of batch costing 

Batch costing is a modified form of job costing. While job 
citing is concerned with costing of jobs that arc executed against 
specific orders of the customers, whereas batch costing is used where 
articles are manufactured in definite batches. The articles are usualh 
kept in stock for selling to customers on demand. 

The term batch refers to the ‘lot’ in which the articles are to 
be manufactured. Whenever a particular product is required, one 


Mt was known before that 10 % of production will have to be scra^^cu 
therefore . inputs must have been made taking this factor into consideration. N 
further adjustment i> necessary except deducting the value of scrap from the co 
of production 
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“us 0 ?f U such 0 p d “oduct n is ^^u C c^ bU It a « 10 therefore also known as 
“Lot Costing” 

T ,. of costing used in case of pharmaceutical or drug 

• ^lv made garments factories, industries manufacturing 

1'X”u, «W,»» ,<«. watches etc. 

tamed • V ^eauisition are prepared balchwise, the direct 

of a batch by number °f Production order tare 

principles ol inven ‘° y . f finis hed goods reaches the ordering 
bf SM bich” S. SSSh.. ^-costing work is tattch 
simplified. 

Determination of economic batch quantity 

Since in batch costing, production is done in batches and each 
batch consists of a number of units, the determination of °P»° lur n 
qulntity to constitute an economical batch is all the more important. 

Such a quantity can be fixed on the basis of same formulae 
and principles as are applicable to economic ordering quantity 
materials. 

Illustration 75 

Compute the economic order quantity for a company using 
batch costing with the following information. 

Annual demand for the component : 4000 units 
Setting up and order processing costs : Rs. 50 
Cost of manufacturing one unit Rs. 100 

Rate of interest p.a. • 10 % 

= \f 


2 UxP 


Economic batch quantity 


5 


where : 


C7 = annual demand 

I 2 X 4C00 X 50 

P = setting up and order plac- 

\f 100 X 

10 

• ing costs (per batch) 

V 

100 

S =Storage or inventory carrying 

1 400000 


over cost per unit per annum 

lu 



= V r 40000 


= 200 units. 
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1 lustration 76 


Following information relate to the manufacturing of a com¬ 
ponent X— 101 in a cost centre : 


Cost of Materials 

Operator’s wages 

Machine hour rate 

Setting up time of the machine 

Manufacturing time. 


6 paise per component 
72 paise an hour 
Rs. 1 -50 

2 hours and 20 minutes 
10 minutes per component. 


Prepare cost sheets showing both production and setting up 
costs-total and per unit when a batch consists of: 

(») 10 components. 

(ii) 100 components, and 
(Hi) 1000 components 

(I) COST STATEMENT FOR A BATCH OF 10 COMPONENTS 



Total 

Rs. 

Per unit 

Rs. 

Setting upcosts : 

Operator’s wages for 2 hrs and 20 rats @ 72 P. an 
hour. 

1-68 


Overheads of the machine for 2 hrs and 20 mts. @ 
Rs. 150 per hour. 

3-50 


Tota 1 setting up costs 

5*18 

0 52 

Production Costs : 

Materials cost for 10 uni ts @ 6 paise per unit 


006 

Wages for the operator 100 mts (lOx 10) @ 72 
paise an hour. 

1’20 

012 

Machine overheads for 100 mis. (10x10) @ Rs. 

1*50 an hour 

2*50 

0 25 

Total Production Costs 

4-30 

m 

Total Production and setting up costs 

948 

0 95 
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tin COST SHEET FOR A BATCH OF 100 COMPONENTS 


Total 


Per unit 


^"o/cr^waW for 2 hrs and 20 m.s @ 72 P»i* 

Mach?ne*overheads for 2 hr, and 20 m«s ® R» l'» 
an hour. 


Total Setting up costs 


^uSSSiSS^to, 100 unit, ® 6 Paj« por uni. 

Wages of the operator for 1000 mts (100 x iu> tg 

MacRin?overheads for 1000 mts ( 100 x 10 , @ Rs. 
1 50 an hour 


Total Production Costs __ 

48*18 

Total Production and setting up costs ___L_ 

till) COST SHEET FOR A BATCH OF >000 COMPONENTS 


Rs. 

Rs. 

1-68 


3-50 


5 18 

005 

600 

006 

1200 

0*12 

25 00 

025 

4300 

043 

48*18 

0-48 



Total 

Rs. 


St ^)perator*s^ages for 2 hrs and 20 mts @ 72 paise 

Machine overheads for 2 hrs and 20 mts @ Rs. 1*50 
an hour 


Total setting up costs 


'"mSSuuSJ for 1000 uatt* @ « „ 

Operator's wages for 10.000 rats (1000x 10,(0^ 

MachfncVverheads for 10.000 mts @ Rs. 1'50 an 

hour 


Total Production costs 


Total Production and setting up costs 
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CONTRACT COSTING 

Contract costing is a special form of job costing. The only differ¬ 
ence between a job and a contract is that of size. Where big jobs 
are involved, requiring considerable length of time to complete and 
comprising activities to be done outside the precinct of the factory, 
the svstem of contract costing is employed. The system is very 
much common with firms of constructional engineers, ship-builders 
etc. who undertake definite contracts. The price agreed to be paid 
by the contractee is termed as the contract price. The system of 
contract costing is very simple. A separate account is opened for 
each contract in the General Ledger, or in the Contract Ledger— . 
which may be maintained in case the number of contracts Happen 
to be quite large. The contract account is debited with all direct 
and indirect expenditure incurred in relation to the contract. It .is 
credited with the arhonnt of contract price on completion of the 
contract. The balance represents profit or loss made on the contract 
and is transferred to the Profit and Loss Account. In case the 
contract is not complete at the end of the accounting period, a 
reasonable amount of profit, as explained later ; out of the total 
profit made so far on the incomplete contract, may be transferred 
to the Profit and Loss Account. 

Specific aspects of contract costing 

We are discussing below certain special aspects of contract 
costing, and treatment of some important items of expense in 
contract accounts 

Materials 

In case of materials purchased specially for a contract and 
directly received at the contract site, the necessity of maintaining a 
proper system of stores accounting will not arise. But proper store 
accounting will be necessary (as explained in chapter 2) for those 
materials which are less jre£y£ni.ly required and have been stored 
in the contractors centralstore and issued to contracts, whenevex 
required. When materials are specially purchased for a contract, 
the contract account will be debited and supplier’s or cash account 
will be credited with the value of materials purchased. In case .the 
materials have been issued from stores, the relevant contract account 
will be debited and stores control account in the General Ledger 
will be credited with the amount of materials issued. In case certain 
materials charged to a contract are returned to stores, stores control 
account will be debited and the contract account will be credited. 1 

Sale of surplus materials at contract sites is also very common. 
The sale proceeds should be credited to the concerned - contract 
account. In case sale of materials has been made on account of 
some extraneous reasons, any Profit or loss on such sale shoujji be 
transferred directly to the Profit and Loss Account. This aWo 
applies not only to materials but also to sale of plant, machinery, 
tools etc. In other words the cost of a contract should in no way 
be affected by any abnormal profit or loss. 

1. Presuming that "integral system" of accounting is used. Refer 
Chapters 10 and 12. 
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In case the contractee himself has supplied^ material, for the 
contract, the value of such materials should not be c g 
contract account. A separate record for such materials shouM b* 
maintained because the unused materials will have to be returned 
back to the contractee. 


Labour 

All labour employed at the contract site is regarded as direct 
irrespective of the nature of job performed by the workers concerned^ 
Salary of the supervisory staff will also be considered asadect 
charge against a contract if they have rendered their whole-time 
attention to it. Wages of workers which cannot be identified w th 
a particular contract, or salary of the supe.visory staff ^ 

two or more_xontracts. will he considered as an indirect expense 
£ml-akpStiSiied over the contracts concerned on a reasonable 
basis, in case the contract has been divided into several section, 
and it is required to ascertain the labour cost of each section,^ eac h 
worker should be provided with a job card as explained earlier. 
Where simultaneously a number of contracts are being executed, it 
will be desirable to maintain a separate wage sheet for each contract 
as it will facilitate the work of charging wages to individual 
contracts. If it does not seem to be convenient, the whole o! wage, 
paid should be summarised on a ‘Wages Abstract*, a specimen of 
which is given below : 


WAGES ABSTRACT 



Contract 

Contract 

Contract 

Nn.. 

Contract 

No... 

Worker's 

.. 


.. 



_ 


_ 

No. 

Trade 

Amount 

Trade 

Amount 

Trade 


Trade 

s 


; 

i 

• 

i 

j 






Total 










Fig. 53 
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The plant used on a contract can be dealt with in the contract 
accounts in any of the two ways— 

(а) Where a plant has been specially purchased for a particular 
contract and it will be exhausted at site, contract account should be 
debited with the cost of the plant. At the end of the accounting 
period the depreciated value of the plant should be put on the 
credit side of the contract account. 

(б) Where the services of a particular plant upon a contract 
are required only for a short period, the contract account should be 
debited with the amount of usual depreciation of the plant. 

Indirect expenses 

Wheie a contractor has a number of contracts-in-process, he 
may, have a common office and common supervisory staff for all 
contracts. The expenses of the office and the salaries of such 
supervisory staff will be considered items of indirect expenses. 
They will be apportioned to different contracts in accordance with 
any of the methods discussed in Chapter 5.^Sometimes, the indirect 
expenses are also apportioned to different contracts on the basis of 
expenditure incurred on materials, labour and plant for .each 
contract. For example, if on three contracts A, B and C, Rs. 30,000, 
Rs. 20,000 and Rs. 10,000 have been spent respectively for materials, 
labour and plant and the indirect expenses are Rs. 12,000 the share 
in indirect expenses of contracts A , B and C will be Rs. 6,000, 
Rs. 4.000 and Rs. 2,000 respectively. 

Cost-plus contracts 

In certain contracts the contractce agrees to pay to the con¬ 
tractor the cost price (usually prime cost) of the work done on the 
contract plus an agreed percentage thereof by way of overhead 
expenses and profit. Such contracts are known as cost-plus contracts. 
The svstem of cost-plus contract costing is emplyed in cases where 
it is very difficult for the contractor to quote the contract price 
because there has been no precedent which he may take as a basis. 
It is also emploved where the work to be done is not fixed at the 
time of placing order for the contract. The method is generally 
used where Government happens to be the contractee. 

The method suffers from the following disadvantages— 

(n) There is no incentive to the contractor to eliminate waste 
and economise the cost of completing the contract. On the other 
hand he is tempted to increase the cost because greater the cost, the 
greater will be his share of profit. 

(6) In case of this system the amount of overheads recovered 
and profit made depends upon the value of materials used, which is 
subject to considerable price fluctuations. The agreed fixed percen¬ 
tage may, therefore, prove to be either too excessive or too low for 
covering overheads and profit. 

Extras 

Contractee may require some additions or alterations to be 
Z^iade in the work originally agreed to be done under the contract. 
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Xhe 

price for all such extra work. Fre q u«i y Q B be comes necessary 
is made on the '»« P s „ Ka «irk done. In case 
to maintain separate records for all 0 f such work can be 

the extra work is ~ l “^ B ^Sch may also be credited with 
charged to the However, separate, account 

tantial. 

r ::r;“« 

done under the co " tract '° a k special flooring etc., is done by 

specialised nature. e.g. st **‘ "S., e to ,he main contractor. The 

“i-, ch„g=. 1 - «»»“• r ” 

WhlCh E«X«« h ".»«”“'• “ d Ub ““ r V *"“ l “ 

‘’“"t.u.ion .u «.«',* 

guard against any change* .^P that in cas e prices of 

material and labour. h specified in the contract, change 

items of raw materta's. labour eta p ^ specified limit over 

fnTerestt of both thl cSntractor and the contrac.ee in case of fluctua¬ 
tions in the prices of material's and labour etc. 

Tn^cTs! of small contracts the contractee pays the contract 
P'ntracts t'h^tem 5 Tragus' Pag™*' is" adopted' The contractee 

sr: sgjz* S“'s -pStSB* 

ing upon satibtacto y p g survevor or engineer, who will 

judged by ‘he con value 0 f work so far done and approved 

K SUe h r m Such work U termed as Work Certified The contractee 
by h u a . no, oav 100% of the work certified. He may pay only 
750 /or 80%of tUwork certified depending upon theterms of the 
contract. The balance not paid is called Retention Money. 

The value of the work certified and consequent payment may 
be dealt with in cost accounts in any of the following two ways . 

(11 The'amount of work certified may be debited to Cm 
contractee’* personal account and credited to the contract account, 
contact p from the contractee. his personal account will 

{^credited and cash or bank account will be debited. For example. 
1 . Students are advised to follow the 2ad method . 
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if the value of work certified is Rs. 1,00,000 and the contractee has 
paid 80% in cash ; the following journal entries will be passed— 

Contractee’s Account Rs. 1,00,000 

To Contract Account 1,00,000 

e ng the value of work certified) 

ic Account Rs. 80,000 

To Contractee’s Account 80,000 

(Being the amount of cash received 

In the Balance Sheet the Contractee’s Account will be shown 
on the assets side. It is to be carefully noted that in the next 
year, entry for the amount of work certified, should not include 
Rs. 1,00,000, the entry for which has already been passed. 

(2) A memorandum record of work certified may be kept. 
The cash received from the contractee may be credited to his per¬ 
sonal account. The amount of work certified will be debited to 
workdn-progress account and credited to the contract account. The 
worit-in-progress account will be shown as an asset in the balance 
sheet after deducting the amount received from the contractee. In 
the next year, the work-in-progress account will be transferred to the 
debit side of the contract account. On completion of the contract, 
the contractee’s personal account will be debited and contract acco¬ 
unt will be credited. Taking the above example, the Journal entries 
will be as follows— 

Work-in-progress Account Rs. 1,00,000 

To Contract Account 1,00,000 

(Being the amount of work certified) 

Bank Account Rs. 30,000 _ _ 

To Contractee’s Account 80,000 

In the Balance Sheet the items will appear as follows— 

BALANCE SHEET AS ON. 
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S»» »< S- Account" -d^J^“SST^taSSJSS 

s ittsi rr^ss 

preferable. 

Work-in-progress 

As discussed above the work-in-progress includes ^he — 
of work certified and the amount of work ^ert.fied. ^ 

KoTntTf P 1 «■£- fto. «&“rr case TSSt 

its amount. 

The work in progress account will appear as follows in the 

(i) When work certified has been treated accord.ng to the first 
Method on explained on page 308. 

BALANCE SHEET AS ON.•_ 


Assets 


Amount 

Rs. 


Work-in-Progress: . 

Balance in the contrcctce s account . 

Add : Work uncertified . ‘II 

Less: Reserve for Unrealised p'ofit .I H Zl'l'lll—- 

(ii) When work certified has been treated according to the 
Second Method as explained on page 301. 

BALANCE SHEET AS ON. ■■ 


Assets 


Amount 

Rs. 


'ork- in-progress : 

Value of Woritcertified 
Cost of work uncertified 


Less : Reserve for unrealised profit 
Less : Amount received from contractee 


Profit on incomplete contracts 

At the end of an accounting period it may be found that cer¬ 
tain contracts have been completed while others are still in process 
and will be completed in the coming years. The total profits made 
on completed contracts may be safely taken to the Credit of the Pro¬ 
fit and Loss Account. But the same can not be done m case ot 
incomplete contracts. These contracts are still in process, ana 
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there are possibilities of profits being turned into losses on account 
of heavy rise in prices of materials and labour and losses on account 
of other unforeseen contingencies. At the same time it does not 
also seem desirable to consider the profits only on completed con¬ 
tracts and ignore completely incomplete ones because this may 
result in heavy fluctuations in the figure for profit from year to year. 

A year in which a large number of contracts have been completed 
will show on abnormal high figure for profit while reverse may be 
the case in the year in which a large number of contracts remain 
incomplete. Therefore, profits on incomplete contracts should be 
considered, of course, after providing adequate sums for meeting 
unknown contingencies. 

There are no hard and fast rules regarding calculation of the 
figures for profit to be taken to the credit of profit and loss account. 
However, the following rules may be followed— 

(o) Profit should be considered in respect of work certified 
only, work uncertified should always be valued at cost. 

(6) No profit should be taken into consideration if the amount 
of work certified is less than 1/4 of the contract price because in such 
a case it is not possible to foresee the future clearly. 

(c) If the amount of work certified is 1/4 or more but less 
than 1/2 of the contract price, 1/3 of the profit disclosed, as reduced 
by the percentage of cash received from the contractee, should be 
taken to the Profit and Loss Account. The balance should be 
allowed to remain as a Reserve. 

(d) If the amount of work certified is 1/2 or more of the con¬ 
tract price, 2/3 of the profit disclosed as reduced by the percentage 
of cash received from the contractee, should be taken to the Profit 
and loss Account. The balance should be treated as a Reserve. 

(e) In case the contract is very much near completion, if 
possible the total cost of completing the contract should be esti¬ 
mated. The estimated total profit on the contract then can be 
calculated by deducting the total estimated cost from, the contract 
price. The Profit and Loss Account should be credited with that 
proportion of total estimated profit on cash basis, which the work 
certified bears to the total contract price. 

(/ ) The whole of loss, if any, should be transferred to the 
Profit and Loss Account. 

Illustration 77 

The total contract price in respect of contract A is Rs. 50,000. 
Three-fouith of the work has been approved by the contractee. The 
costs incurred so far for contract A are Rs. 25,000. It is estimated 
that Rs. 5.000 will be required further to complete the contract. 
Tl* mtfftCM pays 80% of the work certified by him. Calculate 
the fig u re of paoflt which you consider reasonable to be taken to 
tfw credit of the Profit and Loss Account. i 

if. . . 


/ 


' 
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Solution 


Contract Price 

Less : Total Estimated Costs 
Costs so far incurred 
Costs estimated to incurred 

Total Estimated Profit 


Rs. 

25.000 

5.000 


Rs. 

50.000 

30.000 

20.000 


Profit to be taken to the credit of Profit and Lo,t Account 


Total Estimated Profit x Amoun t of work certified 
“ Contract Price 


80 

100 


20 000 x 37 500 x — 
50^00 x37 ' 500X 100 


-Ra. 12.000. 


JV.UW —- . . .1 

In case the estimated further costs are not given in the 
question, the amount to be taken to the credit of profit and lo 
account will be calculated as follows 
Work certified 

Less : Cost of work certified "• uw 


Profit 


12.500 


As 3/4 of the contract has been completed. 2/3 of the ^ove 
profit as reduced by the percentage of cash rece.ved. will be taken 
to the credit of Profit and Loss Account, i.e. 


12,500 X-r-X 



-Rs. 6.667. 


Illustration 78 

Pioneer Construction Company Limited obtained a 

. • r _1.: KiiiMtna RllllClin 


Contract 

JtJll T ^ --* • 

for the erection of a multi-storey building. Bu i ldi " g "Tt 

started in July. 1978. The contract price was Rs. 9,00,000. At 
30th June, 1979, the end of the financial year, the cash *«“***? °* 
account was Rs. 3.60,000 being 80% of the amount on the survey 

er’s certificate. 

The following additional information is given below : ^ 

v-'Ktfatcrials issued to contract *—-- 

,< Materials on hand at site as at 30th June, 1979 “ * 

_.2,46, 

^Wages — 


^Plant purchased specially for contract and to be depreci¬ 
ated at 10% per annum------ 


30,000 
12,900 
7,600 

Work finished but not yet certified at cost ---15,000 

You are required to prepare the Contract Account and 


Direct expenses incurred -— 

General overhead allocated to contract 


xou are required —- iq 7 q 

Statement sharing the profit on the contract on 3Uth J une - V"/’- 
indicating what proportion of the profit the company would 
justified in taking to the credit of the Profit and Loss Account, and 
to show what entries in respect of the contract would »PP«* r 
Balance Sheet. 
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Solution 

...._PIONEER CONSTRUCTION CO. LTD. 

MULTI-STOREY BUILDING CONTRACT ACCOUNT 


Assets 

Amount 

Assets 

— 

Amount 

To Materials 
», Plant 
„ Wages 

» Direct Expenses 
•• General Overheads 
„ Profit c/d 

Rs. 

1.30.000 
- 30.000 
2,46,600 
12,900 
7,600 
22.400 

By Plant at site 
„ Materials in hand 
„ Work in Progress : 
value of work certified 
cost of work uncertified 

Rs. 

27,000 

7,500 

4,50,000 

15,000 


4,99,500 


4.99,500 

To Profit & Loss a/c* 

,, Balance c/d 

11,946 

10,454 

By Profit b/d 

22,400 


22,400 


22,400 




•Profit taken to P. & L. A/c = 22,400x X-|-=Rs. 11,946 




Assets 

Amount 

- 


Rs. 

Plant at site 

Materials on hand 

Work in Progress : 

Valile of work 

certified 4.50,000 

Cost of work 

uncertified 15,000 

Rs. 

27,000 

7,500 

4,65,000 

Less : Profit not 
certified to 

P. & L. a/c 10,454 



4,54,546 

Less : Cash received 
from the 

contractee 3,60,000 

94,546 




'Illustration 79 

The Hindustan Consiruction Company Ltd. have undertaken 
the construction of a bridge over the river Yamuna for a Munici¬ 
pal corporation. The value of the contract is Rs. 12,50,000, subject 
to a retention of 20% until one year after the certified completion 
of the contract, and final approval of the corporation’s engineer. 
The following are the details as shown in the took on 30th June, 


1979 


Labour on site 

Materials direct to site less returns 
Materials from store 


Rs. . 
4 ,05,000 
4 ,20,000 
81,200 


JOB, BATCH AND CONTRACT COSTING 

Hire and use of plant—plant unkeep account 23,000 

Gencraf overhead allocated to tbe Contract 

Materials in hand on June 30,.1979 7.S00 

Dhl3 expenses°accrued on June 30. 1979 «§» 

KSS"&«ion Engineer 

Cash received on account rVmtractee’s account and 

Prepare (o) Contract accou"i , ( ^ (hg Balance shee t. 

(e) how the relevant items would app (Bom b ay M. Com., adapted) 

Solution CONTRA CT ACCOUNT_ 


To Materials— 
direct to site 
from store • 

To Labour at site 
add accrued 

To Direct expenses 
add : accrued 


4,20,000 

81.200 


4,05,000 

7,800 


23,000 

1,600 


To Hire and use of plant 
To General overhead 
T<5 Profit c/d 

Rs. 

To Profit and Loss A/c 0 
To Balance carried forward 
as Reserve 

Rs. 


Rs. 

5,01.200 

4.12,800 

24,600 

12.100 

37.100 

1,35,000 


By Materials in hand 
By Work-in-progress 
Work certified 
Work uncertified 


6?300 

11 , 00,000 

16.500 


11.22.800 
—tTSoo 




63.000 

1,35,000 


By Profit b/d 


Rs. 


Rs. 



1.35.000 


, Tho ptoBt taken lo Profil andToss Account has been arrived 
at, as follows : 1>35f000 x |_ x _^. = Rs . 72 .000 

If it is desired that the contract account 
of work-in-progress, and only the amount o P Riven 

Profit and Loss Account, the Contract Account will appear as g vw. 

belOW 5 CONTRACT ACCOUNT_ 


To Materials — 

direct to site 4,20,000 
from store 81,200 

Rs. 

5,01,200 || 

To Labour at site 4,05,000 
add : accrued 7,800 

4,12,800 

To Direct expenses 23.000 
add : accrued 1,600 

24,600 

To Hire and use of plant 

12,100 

To General overhead 

37,100 

To Profit transferred to 
Profit and Loss A/c 1 

72,000 

O 

1049 ,800 


Rs. 

6,300 

10,53,500 
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CONTRACTEE’S ACCOUNT 


To Balance c/d 


r. 

Rs 
,80.( 


By Cash 

Rs 

8,80,( 

1 1 




BALANCE SHEET as on 30th June, 1979 


Rs. 

Wages accrued 7,800 


Direct expenses 1,600 
accrued 


Work-in-progress: 

Value of work certified 
Cost of work uncertified 


Less : Reserve 


Rs. 

11,00,000 

16,500 

11,16,500 

63,000 


Ml 


10,53,500 

Less : Amount received f roro 

the contractee 8,80.000 1,73,500 


Working notes 

(1) The amount of profit has been ascertained as follows— 
Total Expenditure on the contract 9,87,800 

Less : Value of materials in hand 6,300 


Value of work certified 
Value of work uncertified 

Total profit made to date 
Profit to be transferred to profit 

and loss account 


Profit to be carried 

forward as a Reserve 


9,81,500 

11,00,000 

16,500 11,16,5C(> 


Rs. 1,35,000 


- 1.35.000* 4'x-^ 

- Rs. 72.000. 


forward as a Reserve = Rs. 63,000. 

(2. The value of work-in-progress has been ascertained as 
follows : 

Rs. 

Value of work certified 11,00,000 

Cost of work uncertified 16,500 


Less : Reserve 


11,16,500 

63,000 

Rs. 10,53,500 


Illutration 80 

The. folio wing information relates to a building contract for 
R*. 10,00,000 : 
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1976 1977 

Rs. Rs - 

3,00,000 84,000 

Materials issued 2 3Q m 1,05,000 

Direct vrages 22,000 10,000 

Direct expenses ^ 000 1,400 

Indirect expenses 7 10,00,000 

Work certified ’ — 

Work uncertified 5 ’ooo 7,000 

Materials at site 14^000 2,000 

Plant issued qq’ooo 10,00.000 

Cash received from contractor * 

The value of plant at the end of 1976 and 1977 was Rs. 7,000 
and Rs. 5,000 respectively. 

Prepare 

for hX to Profit and Loss Account 1977) 


Solution 


To Materials issued 
„ Direct wages 
„ Direct expenses 
„ Indirect expenses 
„ Plant issued 
„ Profit c/d 


CONTRACT ACCOUNT FOR 1976 


To Profit & Loss a/c* 

„ To Work in progress 


Rs. 

3,00,000 
2,30,000 | 
22.000 | 
6.000 1 
14,000 

By Materials at site 
„ Plant at site 
„ Work in progress: 

Work certified 7,50,000 
Work uncertified 8.QW 

5,000 

7.000 

7,58.000 

1.98,000 



7,70,000 


7,70.000 

1,05,(00 

92,400 

By Profit b/d 

1,98,000 

1,98,000 


1.98.000 


•Profit taken to Profit & Loss A/c : C 

2 Cash Received ^/o- 

=Total ProfitXj x \Vork Certified 

-R,. 1.98.000xfxMgJ-I.'» «° 
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CONTRACTEE-S ACCOUNT 


1976 

To Balance c/d 

Rs. 

6 ,00,000 

1976 

By Cash 

Rs. 

6 ,00,000 

1977 

To Contract a/c 

s 

1977 

By Balance b/d 

By Cash 

6 ,00,000 

4,00,000 


10 ,00,000 


10 ,00,000 


- 

I 



CONTRACT ACCOUNT FOR 1977 


To Material at site b/d 
*. Plant at site b/d 
m Work in progress h/d 
(Rs. 7,59000 —Rs. 92,400) 
„ Materials issued 
„ Direct wages 
„ Direct Expenses 
»» Indirect Expenses 
„ Plant issued 
„ Profit & Loss a/c 

Rs. 

5,000 

7,000 

6,65,600 

84,000, 

1,05,000 

10,000 

1.400 

2,000 

1,32,000 

By Material at site 

By Plant at site 

By Contractee a/c 

Rs. 

7,000 

5,000 

10 ,00,000 







1 _ 



Illustration 81 


Mr. Richardson undertook a contract for Rs. 75,00,000 on an 
arrangement that 80% of the value of the work done, as certified by 
the architects of the contractee should be paid immediately, and the 
remaining 20% be retained until the contract was completed. 

In 1976, the amounts expended were : Materials Rs. 9,60,000. 
Wages Rs. 8,50,000, Carriage Rs. 30,000, Cartage Rs. 5,000 Sundry 
expenses Rs 35,000. The work was certified for Rs. 18,75,000 and 
80% of this was paid as agreed. 

In 1977, the amounts expended were : Materials Rs. 11,00,000, 
Wages Rs. 11,50,000, Carriage Rs. 1,15.000, Cartage Rs. 10,000, 
Sundry expenses Rs. 20,000. Three-fourths of the contracts was 
certified as done by the 31st December and 80% of this was received 
accordingly. The value of the unused stock and work-in-progress 
uncertified was ascertained at Rs. 1,00,000. 

In 1978, the amounts expended were : Materials Rs. 6,30,000, 
Wages Rs. 8,50 ; 000. Cartage Rs. 30,000, Sundry expenses 
Rs. 15,000. The whole contract was completed on 30th June. 

Show how the contract account, work-in-progress account and 
the contractee’s account would appear in each of these years in the 
books of the contractor assuming that balance due to him was re¬ 
ceived on completion of the contract. Also show the relevant items 
in the Balance Sheet. 
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Solution 


CONTRACT ACCOUNT 


1976. 


To Materials 
To Wages 
To Carriage 
To Cartage 
To Sundry expenses 


1977 

To Work-in-progress : 

work certified 
To Materials 
To Wages 
To Carriage 
To Cartage 
To Sundry expenses 
To Profit and Loss A/c 
To Work-in-progress^A/c^ 


Rs. 


9,60,000 
8,50,000 
30,000 , 
5.000, 
35,000 


18.80.000 


18.75.000 

11.00.000 

11.50.000 

1,15.000 

10.000 

20.000 

7,76.000 

6,7> ,000 


By Work-in-progess : 

work certified 
By Profit and Loss A/c 
(loss transferred) 


18,75.000 

5.000 


18.80.000 


By Work-in-progress 

workcertifieJ 
work uncertified 


1978 

To Work-in-progress : 

Work certified 56.25.000 
Work uncertified 1,00,000 

57.25^00 
6,79.000 


Less : Reserve 


To Materials 
To Wages 
To Cartage 
To Sundry expenses 
To Profit and Loss A ( c 


57.25,000 


Rs. 


Rs. 


50,46.000 

6.30.000 

8,50.000 

30.000 

15.000 

9,29.000 


By Contractec’s Account 


75.00.000 


56,25.000 

1 , 00.000 


57,25.000 



Rs. 75.00.000 


Working Notes 

• p nfit ,o date Rs. 14,55.000 

Work certified is more lhan 2/3 of the contract price. 

2/3 of profit made to date reduced on cash basis has been 

transferred to Profit and Loss Account. 

14.55.CC0X 4 X-^L-Rs. 7,76.000 
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WORK-IN-PROGRESS ACCOUNT 


To Con tract Account 



18.7S.000 By Balance c/d 


18.75.000 


To Balance b/d 
To Con tract Account 


18 75 000 Contract a / c 

57)25.000 By Comract Accou <" aDSrer) 18.75.000 

(Reserve) 670000 
By Balance SOjSSS 


1978 

To Bal ance b/d 


76.00.000 


76.00.000 


By Contract Account 

50.46.000 I (transfer) 50.46.000 


CONTRACTEE S ACCOUNT 


To Balance c/d 


To Balance c/d 


By Cash (80% of 

Rs. 18,75,000) L 15,00,000 


By Balance b/d 
By Cash (80% of 

Rs. 37.50,000) 


45,00, 



1978 

To Contract Account 


By Balance b/d 
By Cash 


45,00.000 

30.00,000 


75.00, 



BALENCE SHEET (1976) 


Amount 

Rs. 
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Liabilities 

Amount 

Rs. 

Assets 

Amount 

Rs. 



Woi k- i n-progress 

certified 56,25,000 

uncertified 1,00,000 

5.46,000 

57,25,000 

Less : Reserve 6,79,000 

50,46,000 

Less : Cash 

received 45.00,000 



... . _O'* 


A firm ot building contractor* uc S ai. -. r -~. 

1978. The following was the expenditure on the contract lor 

Rs. 4,00,000 R*. 

Materials issued to contract 52*992 

Plant used for contract 71 000 

Other expenses 10,000 

Cash received on account to 31st March, 1979. amounted to 

Rs. 1.44,000. The work certified was of Rs. 1,80,000. Of the plant 
and materials charged to the contract, plant which cost Rs 4,000 
and materials which cost Rs. 3,000 were lost. On 31st March 1979 
plant which cost Rs. 3,000 was returned to stores. 1 he cost ol work 
done but uncertified was Rs. 1,500 and materials costing Rs. 2.5U0 
were in hand on site. 

Charge 15% depreciation on plant, and take to the profit and 
loss account 2/3 of the profit received. Prepare a Contract Account, 
Contractee’s Account and Balance Sheet from the above particulars. 

Solution 

CONTRACT ACCOUNT 


To Materials 

Plant 
„ Wages 
„ Other expenses 
„ Profit c/d 

Rs. 

50.000 

20,000 

71,000 

10,000 

53.600 

By P. & L A/c (Plant and 
Materials lost) 1 
„ Plant returned to store 
(3,000-450) 

„ Materials at site 
„ Work-in-progress 

Work uncertified 

Work certified 

Plant at site 

(13,000-1,950) 

Rs. 

7,000 

2,550 

2.500 

1.500 
1,80,000 

11,050 


2,04,600 


2,04,600 

To P & L. Account 
„ Reserve 

28,587 

25,013 

By Profit b/d 

53,600 

53.600 | 


53.6C0 






1 . It has been presumed that plant was lost before it could be used. In 
case of loss of plant after being used for some period, contract account would be 
credited with the depreciated value of plant. 
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Soles : (1) Profit to be taken to P, &. L. A/c has been calculated as 

under— 


Rs. 53.600 x -=- 

=-Rs. 28,587 


(2) Value of plant at site— 

Cost of Plant 

Lex : Plant lost 

Plant returned 

Rs. 40.00 
3,000 

Rs. 20,000 

7,000 

Less: depreciation —15% 


Rs. 13,000 
1,950 



11,050 


1 * ^ 


S ACCOUNT 


To Balance c/d 


Rs. I) 

Rs. 

1,44,000 By Cash 

II 

1,44.000 




BALANCE SHEET as on 31st March, 1979 


Work-in-Progress 

Value of work certified 

Cost of work uncertified 

Rs. 

1,80,000 

1,500 

M 

Less : Reserve 

1,81,500 

25,013 


Less Amount received 
from contractee 

1,56,487 
1,44,000 ! 

12,487 

2,500 

2,550 

11,050 

Material at site 

Plant in store 

Plant at site 

___ 



Illustration 83 


Contractors Ltd. began to trade on 1st January, 1978. During 
1978 the company was engaged on only one contract of which the 
contract price was Rs. 5,00,000. 

Of the plant and materials charged to the contract, plant 
which costs Rs. 5,000 and materials which cost Rs. 4,000 were lost 
in an accident. 

On 31st December, 1978 plant which cost Rs. 5,000 was 
returned to the store, the cost of work done but uncertified was 
Rs. 2,000 and materials costing Rs. 4,000 were in hand on site. 

Charge 10% depreciation c-n plantcrediting P. & L. A/c with 
two-thirds of the profit received and compUe Contract Account 
and Balance Sheet from the following. Inal Balance on 31st 
December, 1978. 
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Rs. 


Rs. 

1 ,20,000 

Share Capital 


10.000 

Creditors 

Cash received on contract 


2 ,00,000 

(80% of work certified) 

43,000 


Land, Building, etc. 

Bank Balances 

25.000 


Charged to contract— 

90.000 


Materials 

25.000 


Plant 

1.40,000 


Wages 

7.000 


Expenses 


3130,001 

3,30.000 


Solution 


CONTRACT ACCOUNT 


To Materials 
To Plant 
To Wages 
To Expenses 
To Profit and Loss a/c 

(profit transferred) 

To Work-in-progress a/c 
(Reserve) 


Rs. 

90.000 

25.000 

1.40.000 

7.000 

11.200 

9.800 


2.83.000 


By Work-in-progress— 
Work certified 
Work uncertified 
By P. &L- a/c (Abnormal 

Bv Plant returned to store 
^ (Cost Rs. 5.000. Dep. 
Rs. 500) . 

By Plant at site 
By Materials at site 


Rs. 

2,50,OCX 

2,000 

9,000 


4,500 

13.500 

4.000 


2.83.000, 


BALANCE SHEET 
as on 31st December, 1978 


Liabilities 


Share Capital 
Profit and Loss Account . 
Profit transferred from 
the contract H.200 

Less — Abnormal loss 
ofmaTer lals and 


plant 

Creditors 


9.000 


Assets 


Land and Buildings 
Planl ' 4S00 

in store 4,500 

at site 13,500 

Materials at site 
Work-in-progress- 

work certified 2,50,000 
work uncertified 2.000 


less-Reserve 

/ess-Cash reed, 
from the con- 
tractee 

Bark balance 


2.52.000 

9.800 

2.42.200 


2 , 00.000 


1,32.200 


Amount 


Rs - 

43.000 

18,000 

4,00) 


42.20 

25,000 


1.3 


1. Presumed that plant was lo*t before it could be used. 
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Illmstrmtion 84 

Cor 4 St i.“ cti f °” Lt< ?- “ engaged on two contracts A and B during 
iffy® 3 !’:. •“* following particulars are obtained at the year end 

\LJec. t dlj :— 


Date of Commencement 

Contract price 
Materials issued 
Materials returned 
Materials on site (Dec. 31) 
Direct labour 
Direct expenses' 

Establishment expenses 
Plant installed at cost . 

Value of plant (Dec. 31) 

Coat of work not yet certified j 
Value of contract certified * 
Cash received from contracted 
Architect's fees 


Contract A 

Contract B 

April 1 

September 1 

Ks. 

Rs. 

6,00,000 

5,00,000 

1,60,000 

60,000 

4,000- 

2,000 

22,000 

8,000 

1,50,000 

42,000 

66,000 

35,000 

25,000 

7,000 

80,000 

70,000 

65,000- 

64,000 


23.000 

4.20.000 

3.78.000 

2,000 


10,000 

1,35,000 

1,25.000 

1,000 


During the period materials amounting to Rs. 9,000 have been 
transferred from contract A to contract B. You are required to 

show : 


(o) Contract accounts, 

(6) Contractees’ accounts, and 

(e) Extract from Balance Sheet as on December 31, clearly 
showing the calculation of work*in-progress. 

Solution 


CONTRACT A ACCOUNT 


To Materials used 

To Direct labour 

To Direct expenses 

To Establishment 

expenses 

To Depreciation on 
plant 

To Architect’s fee 

,§§ 1 1 II 

* 2 $ 8 a a* 

By Materials returned 

By Materials transferred 

to contract B 
By Stock of materials 

By Work in progress : 

Work certified 4,20,000 
Work uncertified 23,000 

Rs. 

4,000 

9,000 

22.000 

4 43 000 

To Balance c/d 

60,000 


»Wv 


4,78,000 







To Profit and Loss A/c 

36,000* 

By Balance b/d 


To Work-in-progress a/c 
(Reserve) 





60,000 


60,000 


•The figure has been arrived at as follows : 


[ 60,000x 36,000 
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CONTRACT B ACCOUNT _ _ 

T^4^^” eturned 


To Materials issued 
To Materials from 

Contract A 
To Direct labour 
To Direct Expenses 
To Establishment 

Expenses 


To Depreciation on plant 
To Architect’s fees 


35 -°°° Work uncertified JoJoOO 

7 -°°° By P- and L. A/c 
6 000 (Loss on contract) 

l’.OOO 


Rs. 1,60.000 


Rs. 

2.00C 

8,000 


- 1,45,000 

) 5.000 


Rs. I 1.60.000 


To Balance c/d 


con tractee a 
3,78.000 By Cash 


3.78.000 


3.78.000 


3.78,000 


To Balance c/d 


conrtactee b 
1,25,000 By Cash 


1,25,000 


1,25.000 


1,25,000 


BALANCE SHEET 
as on 31st December 


Liabilities 


Profit and Loss A/c : 

Profit of A - 36,000 

Less : loss of B 5,000 


Calculation of Work-in-Progress 
Contract A 
Work cert ified 
Work uncertified 


Assets 



Fixed Assets : ^ 

Plant 1,50,000 

Less : Depreciation 21,000 


Stock of Materials 
Contract A 
Contract B 

Work-in-progress • 

Contract A 
Contract B 


22,000 

8,000 


41,000 

20,000 


4,20,000 

23.000 


1,29.000 



4 . 43.000 
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Less : Reserve for unrealised profit 24,000 


Less : Cash received 

4,19,000 

3,78,000 

Work-in-Progress 

41,000 

Contract B 


Work certified 

Work uncertified 

Rs. 

1,35,000 

10,000 

Less : Cash received 

1,45,000 

1,25,000 

Work-in-progress 

20,000 


Illustration 85 

Prepare Contract Account and Contracted Account assuming 
that the amount due from the contractee was duly received. 


Direct Material 


Rs. 

20,250 

Direct Wages 


15,500 

Stores Issued 


10,500 

Loose Tools 


2,400 

Tractor expenses : 

Fuel, oil, etc. 

2,300 


Wages of Drivers 

3,000 

5,300 

Other Direet Charges 


2,650 


The contract price was Rs. 90,000 and the contract took 13 
weeks in its completion. The value of Loose Tools and Stores re¬ 
turned at the end of the period were Rs. 200 and Rs. 3,000 respec¬ 
tively. The plant was also returned at a value of Rs. 16,000 after 
charging depreciation at 20%. The value of tractor was Rs. 20,000 
and the depreciation was to be charged to the contract @ 15% per 
annum. The administrative and office expenses are to be provided 
at 10% on works cost. 
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Solution 


CONTRACT ACCOUNT_ 


To Direct Material 
To Direct Wages 
To Stores issued 
To Plant (Original Cost)* 

To Loose Tools 
To Tractor Expenses : 

Running Materials 2,300 
Wages to Drivers 3,000 

To Depreciatipn on Tractor 
@ 15% on Rs. 20,000 for 
13 weeks 

To Other Direct Charges 


To Balance being Works 
cost b/d . 

T-i Administrative and OHice| 
Expenses @ 

Works cost 
To Profit Sc Loss A/c 


Rs. 

20,250 

15.500 

10.500 

20,000 

2.400 


5,300 


750 

2,650 


By Stores returned 
By Loose Tools returned 
By Plant returned 
By Balance bemg 


Rs. 

3.°C0 

200 

16.000 

58,150 


77.350 


58,150 By Contractee’s A/c 




CONTRACTED ACCOUNT 


To Contract A/c 


"RT 

90,000 


90.000 


By Bank 





m 

The depreciated ------ 

therefore, comes to Rs. 20,UUU. 

Illustration 86 & Sons showed the 

The contract Ledger of M/s Durlabhj & December, 

following exp.niitv.rc on account of a contract on 

1978 Rs. 

2 . 10.000 

2,93.000 

70,000 
15,000 
10.000 

The contract was started on 1st Jan..,'^ e ^ate was 

K,. jsh&sssMX *5 surra 

Rs. 6,000. The cost of work finished but not certine 
date was Rs. 50,000. 


Materials 

Wages 

Plant 

Sundry Expenses 
Establishment charges 


price 
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Some of the materials costing Rs. 20,000 were found unsuit¬ 
able and were sold for Rs. 16,000 and a part of the plant costing 
R*. 5,000 unsuited to the contract, was sold at a profit of Rs. 1,000. 

In order to calculate the profit made on the contract to 31st 
Dec., 1978, the contractor estimated further expenditure that would 
be incurred in completing the contract and took to the credit of 
Profit & Loss A/c for the year that proportion of the estimated net 
profit to be realised on the contract which the value of work certi¬ 
fied bore to the contract price. The estimates of further expendi¬ 
ture were as folio >vs : 

(а) ’That the contract would be completed by 30th June. 

1979. 

(б) That a further sum of Rs. 30,000 would have to be spent 
on the plant, and the residual value of the plant on the 
completion of the contract would be Rs. 12,000. 

(c) That materials in addition to those in hand on 31st Dec., 
1978 would cost Rs. 1,00,000 and that further sundrv 
expenses of Rs. 7,000 would be incurred. 

(d) That the wages, for the completion of the contract, would 
amount to Rs. 1,69,900. 

(e) That the establishment charges would cost the same amo¬ 
unt per month as in the previous year. 

(/) That Rs. 18,000 would be sulficient to provide for contin¬ 


gencies. 

Prepare contract account for the year ended 31st, Dec., 1978 
and show the calculation of the amount to be credited to the Profit 
& Loss A/c for the year. Also show how the relevant figures would 
appear in the Balance Sheet as on that date. 

Solution 


CONTRACT ACCOUNT 


To Materials 

To Plant 

To Wages 

To Sundry Expenses 

To Establishment charges 

To P. & L- A/c (Profit on 
Sale of plant) 

To Balance being profit c/d 

• Rs. 

2.10,000 

70,000 

2,93.000 

15,000 

10.000 

1,000 

1,03,000 

I 

By Materials in hand 

By Value of Plant in hand 

By P- & L. A/c (Loss on Sale 
of materials) 

By Sale of materials 

By Sale of Plant 

By Work-in-progress 

Work certified 6,00,000 
Work uncertified 50,000 

Rs 

6,000 

20,000 

4.000 

16.000 

6.000 

6,50,000 


7,02,000 


7,02,000 

To Profit & Loss A/c 

To Work-in-progress 

65,460 

37,540 

By Balance b/d 

1,03,000 

l IVv J v * 


1.03.000 


1.03.000 

mm mm « • 

1____ 

_ a _ 


Working Notes 

The amount of profit credited to Profit & Loss account has 
been arrived at in the manner indicated on the next page. 
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TOtIl ESTIMATED EXPENDITURE on CONTRACT TO 30TH PUNE. 197 S 

Expenditure already incurred : Rs. 

Rs. 


Materials 

Plant 

Wages 

Sundry Expenses 
Estab lishment charges 

Less : Cost of Materials sold 
Cost of Plant sold . 

Value of Materials in hand 
Value of Plant in hand 


2 , 10.000 

70,000 

2.93,000 

15.000 

10,000 


20.000 

5,000 

6.000 

20,000 


5.98,000 


51.000 5.47,000 


Add: Further estimated expenditure : 

Plant in hand plus further plant SO.wo 
Less : Residual Value 

38.000 

Materials in hand and further 

materials ’ 7*000 

Sundry Expenses 1,69.900 

Establishment charges for 5 qqq 

6 months la’nno 

Provision for contingencies _*_ 


Estimated total cost for the completion of the Contract 


3,43^900 

8.90.900 


ESTIMATE OF PROFIT 


Contract Price 
Less : Estimated cost 


Rs. 

10.00.000 

8.90.900 


Estimated total profit . Rs. 1,09,100_ 

«... **• w ”' 

to be credited to Profit & Loss A/c would be . 

Rs. 1.09,lOOx 65,460 

BALANCE SHEET AS ON 31ST PEC., 1978 - 

^___ —’ I RS. 

Work-in-progress *• . ^ ^ ' 

Work certified 6,00,000 
Work uncertified 50,000 

6,50,000^ 

Less : Profit not taken 
into account 


6,12,460 

Less : Cash received 4,80,000 

Plant on site 
Materials in hand 


1,32,460 
20,000 
6 000 
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Illustration 87 

Buildwell Ltd. commenced a contract on 1st Jan., 1978. The 
total contract was for Rs. 10,00,000 (estimated by the contracted) 
*nd was accepted by Buildwell Ltd. at 10% less. It was decided to 
festimate the total profit and to take to the credit of P. & L. A/c 
that proportion of estimated profit on cash basis which the work 
completed bore to the total contract. Actual expenditure in 1978 
and estimated expenditure on 1979 are given below :— 


A 

Materials 

1978 (Actual) 

Rs. 

1,50.000 

1979 (Estimate) 
Rs. 

2,60.000 

Labour : Paid 

1 ,00,000 

1 .20.000 

Accrued 

10,000 

_ 

Plant purchased 

80.000 

— 

Expenses 

40,000 

71.000 

Plant returned to store on (cost) 

20.000 

50.000 

Materials at site 

Work certified 

(31st Dec.) 
10,000 
4.00.000 

(on 30/9/79) 

Full 

Work -ncertified 

15.000 

— 

Cash received 

3,00,000 

Full 


The plant is subject to annual depreciation @ 20% of cost. 
The contract is likely to be completed on 30th Sep., 1979. Prepare 
the Contract Account. 

___CONTRACT ACCOUNT __ 

To Materials 

To Labour-paid 1,00,000 

accrued 10,000 

To Plant 
To Expenses 

To Profit and loss account 
(Profit transferred) 

To Work in Progress A/c 
(Reserve) 


•The figure has been arrived at after preparing an estimated contract 
account. 

ESTIMATED CONTRACT ACCOUNT 
_ (1978-1979) 

To Materials 

(1.50,000 + 2,60,000) 

To Labour 

( 1 , 10.000 + 1 , 10 . 000 =) 

To Plant 
To Expenses 
To Profit made to date 


*It has been presumed that plant costing Rs. 10,000 would be exhausted 
on the contract site during the course of second year and it would be a 
normal loss. 

=Accrued wages for 1978 will be paid in 1979. Thus, for 1979 the wages 
are only Rs. 1,10,000. 



Rs: H 

1.50.000 ' Bv Plant returned to store 
II (Rs. 20.000 —Dep. Rs. 4,000) 
1,10,000 I By Plant at site (Rs. 60,000 
; —Dep. Rs. 12.000) 

80,000 By Materials at site 
40,000 By work in Progress : 

Work certified 

42.500*^ Work uncertified 
66.500 | 


4,89,000 


16,000 

48.000 

10000 

4,00.000 

15,000 


4,89.000 
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Profit to be taken to Profit and Loss Account in 1978 : 

Total Estimated Profit x Work certified * -1 
Contract Price 
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Total 

-mim**- 00 - 000 ' 4 

=Rs. 42,500. 


QUESTIONS 

THEORETICAL 

I. An engineering company undertakes construction 


contracts which 

involve large outlay of capital and normally takes 2 to 3 years u> cornpl e. 
sometimes found that all the contracts (on which expenditure is ir J2J"* d . 1 ‘ . 
course of the year) are incomplete. Conservative opinion would favour ignoring 
of profits earned (if any) on incomplete contracts. Comment. 

Indicate a method by which the actual profit or loss on each incomplete 
contract can be ascertained at the close of each year. 

With reference to taking credit for the profits earned on ^completeicon- 
tract at the close of a year what principle would you like to be adopted lor ^ 
ascertainment of profits on a safe and conservative basis. > 

2 . Indicate how you would deal with the following items— 

(а) “Plant and Machinery- purchased and used on a contract work. 

(б) Amount received from contractces. 

(c) Materials lying unused at site. 

What is a -Cost plus” contract ? Discuss this from 


, 3 - 

view of— 


(C.A. Final) 
the point of 


and 


(а) tnc manufacturer 

(б) the buyer. 

PRACTICAL-JOB 

4. A factory uses job costing. 


(C.A. Final) 


The following cost data is obtained from 
its books for the year ended 31st December 1978 :— 


Rs. 

90.000 

75.000 

60.900 

52.500 

42.000 

45.000 


Works cost 


Direct Materials 
Direct Wages 
Profit 

Selling and Distribution overheads 
Administration overheads 
Factory overheads 

(а) Prepare a Job Cost Sheet indicating the Prime cost. 

Production cost. Cost of sale and the sales value. 

(б) In 1979 the factory receives an order for a number of jobs. It is 

estimated that direct materials required will be Rs. 1,20,000 ana 
direct labour will cost Rs. 75.000. What should be the price for 
these jobs if the factory intends to earn the same rate of profit on 
sales assuming that the selling and distribution overheads has 
gone up by 15%? The factory recovers factory overheads as a 
percentage of direct wages and administration and selling and 
distribution overheads as a percentage of works cost, based on 
cost rates prevailing in the previous year. (C.A. Inter) 

[Ans. (a) Prime cast Rs. 1.65,000. Works cost Rs. 2.10.000. cost of Production 
Rs, 2.52.000. Cast of sales Rs. 3.04,500, Sales value Rs. 3,65,400. 

(6) Price for the Jobs Rs. 4,28.400}. 

5. From the following particulars relating to four jobs of a manufac¬ 
turer, as certain the total cost of each job 
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Job 

Job 

Job - 

Job 

No. 1 

No. 2 

No. 3 

• No. * 

Rs. 

Rs. 

Rs. 

Rs. 

800 

1,000 

1,200 

1,400 

400 

500 

600 

700 

80 

100 

120 

140 


Work-in-progress 

Rs. 

30,000 
40.000 
4,000 
. 2,000 


Direct Materials 
Direct Wages 
Direct Expenses 

Works overhead is 45% on prime cost, and office overhead is 15% on 
works cost. (Calicut Univ. t B. Com.) 

[Aos. (1) Rs. 2,134 40 ; (2) Rs. 2,668 ; (3) Rs. 3,20160 ; (4) Rs. 3,735*20] 

6. The following information for the year ended December 31, 1978 is 
obtained from the books and records of a factory :— 

Completed Jobs 
Rs. 

Raw materials supplied from stores 90,000 

Wages 1,00.000 

Chargeable Expenses 10,000 

Materials transferred to work-in-progress 2,000 

Materials returned to stores 1,000 

Factory overheads is 80% of wages and office ovt 'heads 25% of factory 

cost. 

The value of executed contracts during 1978- was Rs. ^.JO.OOO. Prepare 
(i) Consolidated Completed Jobs Account and (ii) Consolidated Work-in-progrcs* 
Account. [Ans. (i) Profit Rs. 63,750 ; (//) Balance Rs. 1,35,000] 

PRACTICAL—BATCH 

7. A jobbing factory has undertaken to supply 200 pieces of a compo¬ 
nent per month for the ensuiog six months. Every month a baicn order is 
opened against which materials and labour hours are booked at actuals.' Over¬ 
heads are levied at a rate per labour hour. The selling price contracted for is 
Rs. 8 per piece. From the following data present the cost and profit per piece 
qJ each batch orde* A«»raii Af th? nrdfr for 1200 nieces. 

Month 


Jan. 

Feb. 

March 
April 
May 
June 

The other details arc : 
Month 


Batch 

Material 

Direct 

Direct 

Output 

Cost 

Wages 

labour hrs 

210 

650 

120 

240 

200 

640 

140 

280 

220 

680 

150 

280 

180 

630 

140 

270 

200 

700 

150 

300 

2?0 

720 

160 

320 


Jan. 

Feb. 

March 

April 

May 

June 


Chargeable expenses 
Rs. 

12.000 

10,560 

12.000 

10,580 

13,000 

12,000 


Direct labour 
hrs 

4,800 

4,400 

5,000 

4,600 

5.000 

4,800 

il.C.W.A . Final ) 


[Ans. Total cost of 1230 units Rs. 9025. Total Profit Rs. 815, Average 
cost per unit Rs. 7*34, Average Profit per unit Re. o t*>j. 

PRACTICAL-CONTRACT . , 

8. Following amounts have been spent on a contract still unfinished on 
31st December 1978 : 

Materials £ !°°°° 

Wages Rs 

Direct Charges Rs - 50 ' 000 
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Rs. 2,00,000 have been receivedSf^^itedTo Pro“t aXJj»A<^un, 
Calculate profit to be^crediteo^ of thc Contract is 


Total value of 


the Contract is 
(C.A. Final) 


uncertified^work &XSM ** 10 ' 000 ' ^ 

Rs. 4,00,000. . 32 000 balance being Reserve Rs. 28,000], 

lakhs SSS* 

records maintained by X LiBUteO. company to take credit for 

You are informed that it " ‘ p,o£«s af.er P raking into account 

60% of the profit earned on the contracts m p ^ hitccl 

the value of the work certified for paymen y d thc contracted 

You are required to show the contract account and 

account as on 31-12-1978 from the following data . 


Contract price 
Direct material issued 
Direct labour 
Plant installed at cost 
Establishment charges 
Direct Expenses 
Work certified by architect 
Cost of work not certified 
Value of plant as at 31-12-1978 
Materials at site on 31-12-1978 

* L. a,c ,05.000 ; 

[Hint : Since .he words are 60-/ o of profit “ earned" and not rece.ved . 
>rofit has not been reduced on cash basis]. 

10. From the following particulars relying to *^” ***' * nuies*! nthe 
tract account, (6) contracted account, and also show the relevant 

Balance Sheet : 


Rs. 

12 . 00,000 
3.25.000 
4,00.000 
2,50,000 
75.000 
1 . 00.000 
10.50.000 
50.000 
2 . 00.000 
25,000 
9,45.000 


Materials sent to site 
Labour engaged on site 
Plant installed at cost 
Direct expenditure 
Establishment charges 

Materials returned to store 
Work certified 
Cost of work not certified 
Materials on hand, December 31 
Wages accrued due at December -J 1 . i. 

Direct Expenditure accrued due at December 
Value of Plant, December 31 
The contract price has been agreed at Rs. 2,50.000. 
received from contractee amounting to Rs. 1.80.UW. ^ ^ ^ //(| . A Rohlak) 

Total Profit Rs. 28.275 ; Profit taken to P. & L. Rs. 17,400] 


85.345 
74.375 
15.000 
4,126 
3.167 
549 
1,95,000 
4.500 
1.883 
2.400 
240 
11.000 
Cash has 


been 


follows 


[Ans. 
11. A 


contract account in the books of Contractors Ltd. appears as 


1979 
June 30 


Materials issued to site 
Plant issued to site 
Direct labour 
Indirect labour 
Overhead expenses 


Rs. 

5.000 

12.500 

4,600 

640 

1,950 
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Value of work certified for payment 
Cost of work carried out, but not certified 
Stock of materials not used 
Value of plant on site after depreciation 


You are informed that it is the practice of the firm to take credit for two- 
thirds of the profit earned on the contracts in progress after taking into account 
the value of the work certified for payment by architects. You are required to¬ 
fu) complete the contract account to June 30, 

( b ) show the amount which you would transfer to Profit and Loss 
account along with necessary calculations. 

(c) show relevant entries in the Balance Sheet as on 30th June. 

For this purpose you are supplied with the following further information 
as at that date : 

Rs. 

10.000 
3,800 
950 
11,875' 

(£. Com ., Delhi 1 
[Ans. Profit to Profit and Loss A/c Rs. 1,290] 

12. A firm of builders ca.rying out.largc contracts kept in contract ledger 
separate account for each contract. On 30*th June, 1979 the following was shown 
as be.ng the expenditure in connection with contract No. 777 : 

Rs. 

Material Purchased 58.063 

Materials from Stores 9,785 

Plant which had been used on other contracts 12,523 

Additional plant purchased 

Wages 73,634 

Direct expenses 2,026 

Production or cstablisl ment charges 8,720 

The contract which had been commenced on 1st Feb., 1979, was of 
Rs 3 00.000 and the amount certified by the architect after deduction of 20 <G 
retention money, was Rs. 1,20.800 representing 80% of work certified upto 
30 June. 1979. The materials on the site at that date were valued at Rs. 9,858. 

A contract plant ledger was also kept, in which depreciation was dealt 
with monthly, the amount debited in respect of plant on contract No. /// to 
30th June, 1979 was Rs. 1,130. You are required to prepare an account showing 
the piofit on the contract to 30th June, 1979. 

(Ans. Profit transferred to P. & L. A c Rs. 4.COO ; to Reserve Rs. 3.500] 

13. The following particulars relate to two houses which a firm of builders 


had .:. course of construction under contract 


House A 

Rs. 


House D 
Rs. 


Work- progress on 1st Jan.. 1978 (excluding 
Rs. SCO cst.mated profit which was taken to 
profit and lo'S account in 1977) 

Materials pu-chased 
Wages . 

Electrical services and fittings 

Road making charges 

Contract price (including road making) 

Cash received to 31st Dec., 19/S , 

Percentage of Cash received to 'vork cernfied 
Value of materials in hand on 31st Du., 1978 
Completed work not certified 
Value of plant used on sites . 

Period of plant remained on sites during the 


16.600 
14,000 
300 

40.000 
24.000 
66*2/3% 
540 
2.500 
6,000 

10 months 8 months 

The mul establishment expenses 

'depreciation 1 of plant*?* to^n the rafe o? 10% per 

annum. 


14.000 

23.000 

20.000 

1,400 

8.000 

60.000 

60.000 

100 % 

400 

12,000 
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Prepare the two contract accounts (in columnar form) showing the profit 
or loss on each house for the year 1978 and the sums which you consider appro¬ 
priately transferable to the profit and loss account. 

[Ans. Loss on House A Rs. 15,000 ; Profit on House B 
Rs. 2,700, transferred to P. & L. A/c Rs. 1,2001 

(Hint. Work-in-progress on 1st Jan. 1978 in contact a/c will be shown 
at Rs. 14,800]. 

14. State at what value the work in progress on Jan. 1, 1978 in the above 
question will be shown in each of the following cases : 

(а) Work-in-progress on 1st Jan. 1978 Rs. 14,000 (including Rs. 800 
estimated profit which was taken to profit and loss account in 1977). 

(б) Work-in-progress Rs. 14,000 on 1st Jan. 1978 (including Rs. 800 esti¬ 
mated profit which was not taken to P & L a/c in 1977) 

(c) Work-in-progress on 1st Jan. 1978 Rs. 14,000 (excluding Rs. 800 esti¬ 
mated profit which was not taken to P & L a/c in 1977 ). 

[Ans. (a) Rs. 14,000 (b) Rs. 13,200 (c) Rs. 14,000]. 

15. A building contractor, having undertaken construction work at a 
contract price of Rs. 5,00,000 began the execution of the Work on 1st January 
1978. The following are the particulars of the contract upto 31 Dec., 1978 — 


Rs. 

Machinery installed at site 30,000 
Materials sent to site 1,70,698 
Labour at site 1,48,750 
Direct Expenses 6,334 
Overhead charges allocated 

Materials returned from site 1,098 
Work certified by architect 3,90,000 
Cash received 3,60,000 
Cost of work not certified yet 9,000 
Materials in hand as at 31-12-1978 3,766 
Wages accrued due on 31-12-1978 5,380 
Value of machinery as at 31-12-1978 22,000 


It was decided that the profit made on the contract in the year should, ba 
arrived at by deducting the cost of the work certified from the total value of the 
architect’s certificates, that 1/3 of the profit so arrived at should be regarded as a 
provision against contingencies and that such provision should be increased by 
taking to the credit of Profit and Loss A/c only such portion of the 2/3 profit as 
the cash received bore to work certified. 


Prepare the contract account for the year and show the amount taken to 
the credit of the Profit and Loss Account. 

[Aos. Amount Credited to P. & L. A/c Rs. 34.738) 
[Hiot. Take 2/3 profit after reducing on cash basis to P. & L. A/c] 

16. On 31st December, 1978, when the annual accounts of the National, 
Engineering Company Ltd., were prepared, the position of a Bridge Contract 
which was commenced on 1st April, 1978, was as follows : 

Rs. 

Materials 5 95 060 

Wages 6*,87^000 

Sundries 41 qqo 

Plant despatched to site 1 00*000 

Wages accrued ’l7.000 

Materials in hand 24 000 

The value of the work certified was Rs, 14,40,CC0 of which Rs. 10,80 COO 
had been received. Work finished*but uncertified was valued at Rs. 40.000 The 
plant on the site on 31st December, 1978, was valued at Rs. 80 000. The con¬ 
tract price was Rs. 24.00.CC0 and the cost of the work to date was within the 
estimates. 
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You are required to give an appropriate account in the Contract Ledger 
and after taking credit any profit which may reasonably be brought into account, 
“show how thl particulars relating to contract should appear in the Balance 
Sheet of the company, as at 31st December. 

[Aos. Profit to be credited Rs. 72,000 ; Work-in-progress to be shown in 
Balance Sheet (Net) Rs. 3,28.0001- 

17 A contractor obtained a contract fdr Rs . 0,00.000 on 1st January, 
1978. The expenses incurred during the year ended 31st December, 1978 were as 

under: ^ 

Materials IMOOO 

Wages paid ’ 10 000 

Wages accvued jS 000 

Other expenses 

The plant, specially installed for the contract, worth Rs. 45,000 was 
reuroed to the stores subject to a depreciation of 20 per cent. Materials on 31st 

December, 1978 were valued at Rs. 24.000. 

Unto 31st December, 1978, the contractor had received Rs. 3,60,000 in 
<h renresenting 80 per cent of the work certified. Work uncertified was esti- 
T«t atRs 4 000. Prepare the Contract Account, showing the profit for the 
• Also show how the value of work -in-progress would appear in the Balance 
si .« on 31st December, 1978. 

1 “ [Ans. Profit to P. & L. A/c Rs. 50,133 33, 

Profit to Reserve Rs. 43,866*67] 
ig M/S Bricks & Stones began to trade onUtApril, 1978. The follow- 
ing was the expenditure on the contract for Rs. 3,00,000 : 


Rs. 

51,000 

15,000 

81,000 

5,000 

to Rs. 1.28,000 
charged to the 
Rs. 2,500 were 


Material issued to contract 

Plant used for contract 

Wages incurred 

Other expenses incurred 

Cash received on account to 31st March, 1979 amounted 
. of the work certified. Of the plant and materials 

being W ,<> oi ... . 3.000 and materials which cost —. 

f°? tra o« 3lstMarch 1979 plant which cost Rs. 2,500 was returned to stores; 
the cost n oV $ work f <tone bu? uncertified was Rs. 1.000 and materials costing 
Rs. 2,300 were in hand on site. 

Charge 15% depreciation of Plant, keep in reserve 1/2 profit received and 
^, rf a contract Account from the above particulars, 
prepare a ^ tQ p & L A/c Rs.y6.200, Reserve Rs. 10,800] 

(Hint. Calculate Reserve first on cash basis). 

19. The following figures are extracted from the books of Ram Dass, - 
contractor, for the year ending 31st Dec., 1978 * 


Work-in-progress on 31st Dec.. 1977 
Less : Advances from contractees 

Materials supplied to contracts direct 
Materials issued from store 
Wages 

Working expenses 
Materials returned to store 
Contracts finished 

Taken 'to P. & L. uponcontr^ts completed 
Administrative expenses (of which Rs. 5,000 
in chargeable to P. & L. A c) 


ks. 

17,00,000 

11 , 00,000 


Rs. 


6 , 00,000 
1,20,000 
2 . 10,000 
. 1,70,000 
30,000 
11,000 
4.50,000 
3,00,000 
2,30,000 

25,000 
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50,000 

9.000 

8,00,000 


Plant issued .. .. . 

Materials returned from contracts direct to suppliers 
Advances from contractees 
Plant at site 40,000 
Prepare the Contract Ledger Control A/c as in General }fd*erand ToUl 
Contractees’ A/c. Show also how the Work-in-progress would appear in the 

Balance Sheet as on 3lst December, 1978 • _ 

[Ans. Profit Rs. 2.30.000 ; Work uncertified Rs. 17 20,000J 

20. The following balances were extracted from the books of a building 
txmtractor at 31st March 1979 : 

Contract III 

Rs. 

Material issued to site £2.720 

Wages paid 73,455 

Wages outstanding on 31-3 1979 720 

Plant issued to site 6,000 

Direct charges paid 2,515 

Direct charges outstanding on 31-3-1979 210 

Establishment charges 5,650 

Stock of materials at site on 31*3*1979 1.200 

. Vulue of work certified at 31*3*1979 1,65.000 

Cost of work not yet certified 3,'500 

Cash received on account of architect’s 
certificate after deduction by customer of 
14 5% retention money 1,41,075 

The work was started on 1st April 1978 and the contract price agreed at 
Rs. 2,45,000. Prepare Contract Account for the year, providing for depreciation 
of plant at 25%. Calculate the profit or loss on the contract to date and make 
such provisions in the Contract Account as you consider desirable. Set out also 
the contractor’s Balance Sheet so far as it relates to the contract. 

(Andhra Univ ., B. Com.) 

(Ans. Total Profit Rs. 22,930, Profit taken to Profit and loss A/c 
Rs. 13,070 J 

21. The following figures were in respect of Contract No. 007 of Jaya 
Constructions Ltd. for the year 1978 r 


Materials purchased and delivered to 
work site 

Rs. 

45,000 

Materials issued from site stores 

4,500 

Materials returned to stores 

500 

Site wages 

15,000 

Site office expenses 

2,000 

Plant transferred to site 

5,000 

Plant returned from site 

1,500 

Consulting and design fees 

1,300 

Sub-contract work 

5,200 

tral office overhead @10% of site wages. 

Rs. 

The year end figures were : 

Plant and site 

1,800 

Material at site 

1,000 

Prepayments 

200 

Accruals 

300 

Cost of work done but not certified 

3,500 

Value of work certified by architect 

86,300 


On account payment received by Jaya Constructions less 10% retention 

money. 

Prepare (a) Contract Account ( b ) Profit and Loss on Contract and (c) 
Customer’s Account. (Andhra Univ., B . Com:) 
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Contract 1 

Contract 2 

Rs. 

Rs. 

4,00.000 

2,70,000 

72,000 

58,000 

1 ,10,000 

1,12,400 

4,000 

2,800 

20,000 

16,000 

4,000 

4.000 

4,000 

4,000 

2 ,00,000 

1,60,000 

1.50,000 

1 ,20,000 

6,000 

8,000 


[Am. Total Profit Rs. 15,000 ; Profit taken to Profit and Loss a/c 
Rs. 9,000] 

22. Two contracts, commenced on 1 st January and 1st July 1978 respec¬ 
tively were undertaken by a contractor and their accounts on 31st December, 
1978 showed the following position : 

Contract price 
Expenditure: 

Materials 
Wages paid 
General charges 
Plant installed 
Materials on hand 
Wages accrued 
Work certified 

Cash received in respect thereof 
Work done but not certified 
(at cost) 

The plant was installed on the date of commencement of each contract; 
depreciation thereon is to be taken at 10% per annum. 

Prepare the Contracts’ Accounts in the tabular foim and ascertain the 
profit or .oss to be taken to Profit and Loss Aeeount. ^ ^ Coffl ) 

[ Ans. Contract 1-Total Profit Rs. 18.000 ; Profit taken to P. & L a/c. 
Rs. 9,000, Contract 2-Loss Rs. 6,000] . 

23. The following information is available in respect of a contract under¬ 
taken by a build ing contractor on 1st January 1978. The contract was for Rs. 
4.00,000. 

Materials issued 
Wages paid 

General Charges ... 

Plant installed ai site on 1st July, 1978 
Materials in hand on close 
Wages accrued due 
Work certified 

Work completed but not certified 
Cash received 

Materials transferred to other contracts 
Materials received from other contracts 
Depreciation on plant is to be provided at 10% per annum. 

Prepare Contract A/c and show what part of the Profit on contract should 
be taken ciedit in 1978. 

[Ans. Profit to Profit & Loss A/c Rs. 9,500 ; Balance as Reserve 
Rs. 9,500] 

24. Mr. Bhagwandas undertook a contract for Rs. 15,00.000> on an 
arrangement that 80% of the value of the work done as certified by the architect 
of the contract, should be paid immediately and that the remaining 20 / Q be re 
tained until the contract was completed. 

In 1976 the amounts expended were-Materials Rs. 1.80,000: Wages 
Rs 1 70 000* Carriage Rs. 6.CC0; Cartage Rs- 1.CC0 , Sundry Expenses 
Rs! 3,000. The work was certified for Rs. 3,75,CC0 ar d EC% of this was pai as 

gr0Cd In 1977 the amounts expended were '-Materials Rs. 2,20^C0 : Wages 
R« 2 30 000- Carriage Rs. 23.CCO; Cartage Rs. 2.CC0; Sundry Expenses 
Rs! 4,000. Three-fourths of the contract was certified as done by 31st December 
and 80% of this was received accordingly. ™* ue of UDUStd 8lock and 
in-progress uncertified was ascertained at Rs. 20,000. 


Rs. 

75,000 

1 . 10,000 

4,000 

20,000 

4,000 

4,000 

2 , 00.000 

6,000 

1,50,000 

4,000 

1,000 
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In 1978 the amounts expended 3 (K^an^on^tWuS 

Rs. 1,70,000 ; Cartage Rs. 6.000 ; Sundry Expenses Rs. J.uw 

the whole contract was completed. r^ntractee’s Account would- 

Show how the contract amount and , ssumin g that the 

appear each of these years in the booksi of the "-tract. 

balance due to him was received on completion 4 000 

[An , WNI.U.4L £ 1 , 61,061 

1978 :: : :: 

Total Profit Rs. 3,56 ,060 


25. The following Trial Balance was extracted on 31st December, 1978 
from the Books of Sawastik Co. Ltd. Contractors * _ 


Share Capital: Share of Rs. 10 each 
Profit & Loss A/c on 1st Jan., 1978 
Provision for depreciation of Machinery 
Cash received on Account : Contract 7 
Creditors 

Land and Buildings (Cost) 

Machinery (Cost) 

Bank 

Contract 7 : 

Materials 
Direct Labour 
Expenses 

Machinery on site (Cost) 


Rs. 

3,51.800 

25.000 

63.000 

12.80,000 

81.200 


74.000 

52.000 

45.000 

6 . 00.000 

8.30.000 

40.000 

1.60.000 

18.01.000 


18.01.000 


Contract 7 was begun on 1st Jan., being^O 0 ^^ the 

Rs. 24,00.000 and the customer has so far paid Rs. 12 . 80.000 being bu/ 0 

work certified. _ unnft 

The Cost of the work done since certification is estimated at Rs. lo.uw. 

On 31s. December, 1978. after .he above TrtolBal.n«.■«. extracted, 
machinery costing Rs. 42.000 was returned to stores, and materials the 
we»c valued at Rs. 27,000. , f 

Provision is to be made for direct labour accrued Rs. o.OtT an 

depreciation of all machinery at 124% on cost. • 

You are required to prepare (a) ‘^^Tnd ToTa^c U and 

LRs 78 400 . 

shown on liabilities side)). 

(Hint. Charge depreciation on the total machinery) 

26. A contractor secured a contract .to supply and erect to time 

sum of Rs. 7,50.000. He was to receive payments on account from time to 
equal to 90% of the certified value of the work done. 

raent charges Rs. 40.000. ... 

A par. of the m-chircry coMirg Rs. 20SM was ursu.ied .o the contract 
and was immedi atcly *cld at a profit of Rs. 5,000. 
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The value of Plant and tools on 31st December. 1978 was Rs. 40,000 and 
the value of Machinery & Stores then in hand Rs. 30,000. 

By 31st January, 1979 he had received payrrients on account amounting to 
Rs. 4,38,750 being 90% of the certified value of work done upto 31st December, 
1978. 

In order to calculate the profit made on the contract upto 31st December, 
1978 the contractor estimated the further expenditure -thatwould be ‘“furred in 
completing the contract and took to the credit of Profit and Loss A/c lor me 
year that proportion of the estimated net profit to be realised on contract which 
the certified value of the work done bore to the contract price. He estimated . 

(a) That the contract would be completed in a further period of six 
months. 

• ( b) That Plant and Tools would have a residual value of Rs. 10,000 upon 
the completion of the contract. 

(c) That the cost of Machinery and Stores required in add ition to those 
in stock on 31st December. 1978 would be Rs. 1,00,000 and that further Sundry 
Expenses of Rs. 20,000 would be incurred. 

(</) That the wages on the contract for the six months to 30th June, 1979 
would amount to Rs. 80,000. 

(*) That the Establishment would cost the same sura per month as in the 
previous year. . 

( /) That 21% of the total cost of the contract (excluding this percentage) 
should be provided for contingencies. 

(/) Prepare the Contract Account for the year ended 19 ,7 8 r 

and show you calculations of the profit to be credited to Profit & Los* A, 
the year. 

(//) Will your answer be different in case reserve for contingencies is to 
be created on total cost of the contract including the reserve for 
contingencies ? 

[Ans. (0 Total profit Rs. 53.000 ; amount credited to P. & L. A/c Rs. 

34 450 Ui) Yes, the Reserve for contingencies will be Rs. 17.43b 
in'place of Rs. 17,000 as in the (1) case). 

'Hint. Profit has not been reduced on cash basis, since the words used 
are "profit realised" and not "profit received” ; Reserve for contingencies in 

(//) cas;--| * 175 x M0,000.] 






Process Costing 


f N business where a product passes through different stage, of pro¬ 
duction, each distinct and well defined, process costing !* 
ed. A separate account for each process is opened and 
ture is charged thereon. Thus, the cost of the product a '**ch ’tage 
of mviufacture is found out. The partially worked Pf®du c t of a 
process may either be transferred to a Process Stock i ** C ™ n *: 
where it will be sent to the next process m.» nd when‘^red^or 
may be sent directly to the next process. Thus in process costing 
the finished product of a precedine orocess becomes the raw material 
of the next process. , . . . 

The system of process costing is suitable for ind “ str,e » 
continuous production or the same product or P r ° d ^“ 
same process or set of processes. It ‘ s > n .P 

paper, rubber products, medicmes. chemical products. It is also 

very much common in flour mills bottling companies, canning plants, 
breweries etc. 

General principles 

Following general principles are followed for cost determ.na- 

tion under Process Gosling 

(a) The production activities of the factory are classified by 
processes or departments. Each process or department, includes a 
number or operations, none of which is separately measurable and 
each of wnich completes a distinct stage m the manufacture of the 
product The boundaries of the process are de erm.ned by (a) juris- 
diction or supervision. (6) similarity of work performed, and (c) 
physical location of men and machines in the plant. 

( b) All direct and indirect cost of a particular period are classi¬ 
fied by processes. Each processes account is debited with the 

«J.G. Blocker and W.K. Weltmsr, "Cost Accounting" Third Edition, 

p.277. 
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amount of direct material, and labour and with a proportionate part 
of overhead expenses. v 

(c) Production in terms of physical quantities is recorded in 
respective process accounts. 

( d) The total cost of each process in divided by the total pro- 

auction of .he process and average cost per unit for the period is 
obtained. 

(e) In case certain products remain in process at the end of a 
period, their stage of completion is estimated and inventory is com¬ 
puted in terms of completed products. For example, if 20 units are 
in process and it is estimated that they are complete only to the ex¬ 
tent of 25%, completed products will be taken as 5 only. 

(/) When products are processed in more than one depart¬ 
ment, costs of one department are transferred to the next department 
as initial costs. The total cost and cost per unit is thus determined 
by cumulating costs of different departments. 

(?) In case of loss or spoilage of units in a department, the 
loss is borne by the units produced in that department. Thus the 
average cost per unit is increased. 

niustration 88 


A manufacturing company produces two types of articles P 
and Q in which materials used are identical in all respects. Each 
type of article undergoes two processes : (t) Factory, and (m) Finish¬ 
ing. The direct labour cost is recorded separately. The material 
is allocated in ratio of output and the general expenses are treated 
similarly. Factoiy and Finishing overhead charges are apportioned 
on the basis of direct labour ratio of each process. Prepare process 
accounts from the following particulars showing total cost and cost 
per unit of each product. Also show percentage of profit assuming 
that selling prices of the articles are per unit P Rs. 400 and O 
Rs. 450. V 




Rs. 

Opening Stocks : 

Factory materials 


10,600 

Finishing materials 


5.000 

Purchases: 

Factory 


3,17,400 

Finishing 


1.35.000 

Closing Stocks: 

Factory 


82,000 

Finishing 


44,000 

Factory Wages (Direct) P 


1,60,000 

Factory Wages (Direct) Q 


1 ,20,000 

Finishing Wages (Direct) P 


90,000 

Finishing Wages (Direct) Q 

• 

30,000 

Factory overheads 


63,000 

Finishing Overheads 


24.000 

General Expenses 


1,44.000 

Output P 

2,000 

Q 

1,000 




FACTORY PROCESS 


S41 









FINISHING PROCESS 
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STATEMENT SHOWING TOTAL COST AND PROE 


7 000 UDitS -1_ 

Total 1 Per Unit I Total PcI U “ it 


Cost of Factory & Finishing P 
General Expenses : . , 

i aa nno divided m the ratio of 2.1 


Profit 



6,28; 


1,72.000 


3,45; 


1.05, 





Selling Price 

Percentage of profit to Cost . 

PROCESS LOSSES AND WASTAGE 

PHOLt:,a . -i wa vs tome loss or 

In many manufacturing industries, te process. This 

wastage of units in the course of the manulacturmg y 
loss can be classified as (a) Normal (6) Abnormal. 

Normal process loss in a 

This means the uwa 'nlvoidabUbecause of nature 

particular process or operation. I inc i ud *s units withdrawn 

of the material or the proceaa. »t 
from the process for test or sampling. 

The loss due to normal wastage^ process* ^hus cost 

effectives t.e., the good ^.ts ansmg f a £ du P iona i cost of good 

nj.ttctx t.“u. «“ 

points must not be lost sight of ess some 

value This* amount^htndt^be*credited*to*the process concerned. 

Illustration 89 

200 tonpes of raw "***££? J fo°C“- 

dity which passes through two processes^ The ^ ^ 

Materials ?’££? 5W 

Labour . 300 

Work Expenses . _ . 

Account. 
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Solution 


PROCESS No. 1 


Particulars 

- I 

Units (in 
tonnes) 

Amount 

Particulars 

Units (in 
tonnes) 

Amount 

To Materials 

To Labour 

To Works expen¬ 
ses 



By Normal 
wastage 

By Transfer to 
Process 2 

20 

ISO 

Rs. 

50 

3,450 

200 


200 

3,500 






Cost per unit of Process No. 1 is Rs. 1917 per tonne. 


i b) In dase the scrap is of very small value, it will be inexpe¬ 
dient to credit each process with the amount which the scrap 
can realise. It will be better to credit the total proceeds of the 
scrap in such a case to Works Overncads Account. In any case loss 
in weight or volume must be shown in the Process Account. 

(c) In some processes a proportion of the output must be 
re-worked either in t.ie same process or an earlier one. Such output 
is worth no more than the value of crude materials to which it 
corresponds. The relevant process should be credited with the value 
of such crude material and should be charged to the process to 
which such material is relegated. 

Illustration 90 

Assuming that in the previous illustration besides 10% normal 
wastage 10% of the material originally put in process No. I is to 
be reworked, show the Process Account. 


PROCESS No. 1 


Particulars 

Quantity 

(tonnes) 

-r 

Amount 

1- 

Particulars 

Quantity 

(tonnes) 

Amount 



Rs. 



Rs. 

To Materials 

200 

2,000 

By Normal 





wastage 

20 

50 

To Labour 


1,000 

By Crude stock 





A/c* 


200 

To Works Expen¬ 


500 

By Process 



ses 

■ 


No. 2 

lOv. 

3,250 



3,500 


200 

3,500 





1 1 _ 


% 

Cost per tonne of Process No. 1=— ' =Rs. 20 31 


•Note that the proportionate cost of labour and works expenses on 20 
tonnes has gone waste. 

Illustration 91 

Show how the process accounts will appear continuing the 
above illlustration in case at the end of the second process (and not 





























PROCESS No. 1 


Particulars 

Quantity 

(tonnes) 

Amount 

Particulars 

Quantity 

(tonnes) 

Amount 

To Materials 

200 

Rs. 

2,000 

By Normal 
wastage 

20 

RS. 

50 

To Labour 

To Works 
Expenses 

200 

1,000 

500 

3.500 

By Transfer to 
Process No. 2 

180 

200 

3.450 


PROCESS No. 2 


Particulars 

Quantity 

(tonnes) 

Amount | 



Rs. 

To Transfer from 
Process No. 1 

180 

3.450 

To Labour 


500 

To Works 
Expenses 


300 


180 

4.250 • 


Particulars 


By Process 1* 

By Finished goods' 

A/c 


Quantity 

(tonnes) 


20 

160 


Amount 


Rs. 

200 


4,050 



ever again ■** - 

have gone wasie. 

Illustration 92 

next till completion 


processes 
on to the 


Wages and Materials 
Works overhead 
Production (in units) 

Stock (units from preceding process 

1 st July, 1979) 

Stock (units from preceding process 
31 July, 1979) 


Process 

A 

Rs. 

60,800 

11,200 

72,000 

process 

B 

Rs. 

24,000 

10,500 

75,000 

Process 

C 

Rs. 

58,500 

12.000 

96,000 


8,000 

33 000 

2,000 

{Calcutta B. Com. 

11.0C0 

adapted) 
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Section 


Particulars 


To Wages and 
materials 
To Works over¬ 
head 


72.000 


PROCESS A 


Units Amount 



72.000 


Particulars 


By Transfer to 
Process B 
(Cost per unit 
Re. 1) 



Amount 


Amount 



Particulars Units Amount 


To Stock on 
1-7-79 @ Re. 1 
per unit 

To Transfer from 
Process A 

To Wages and 
materials 

To Works over¬ 
head 


Particulars 


To Stock on 
1-7-79 <5> 

Rs 1-50 per 
unit 

To Transfer from 
Process B 


To Wa#es and 
materials 

To Works over- 


PROCESS C 


Un it> Amount ! Particulars 


I By Wastage 

•I. 

33,000 49,500 , By Stock on 

• 31-7-79 @ 

Rs. 150 per 
unit 

75,000 1.12.500 | 

I By Finished 
Goods A/c 

58,500 ] (Cost per ui 



12,000 



(Cost per unit 
Rs. 2*25) 


Rs. 

1,000 — 


11,COO 16,500 


96,000 2,16,000 



AtHtMMl |TM«M IMS 

It consists of lots in excess of the normal process loss. This. 
Iom Is <k*e to carelessness, bad plant design or operation, sabotage 































347 


COSTING 


etc. The management must»®*“**^“*‘at whicMhe units are 
oat the exact point in the production process a 

k*t and take steps to check it at the • [Q effect the cost of 

Abnormal wastage should not be alio unnecessary 

pod units otherwise cost of production At lhe 

ittctuate and costing ltsclf will 8 t Q f abnormal loss in 

fo " ow, ° 8 


(a) Find out the quantum of Normal Loss. This is to be 

iftown as discussed before. relevant 

(b) Find out the cost of production per unit o . 

process (af.« considering normal loss) assuming that there is 

abnormal loss. . . , . r Mr un ; t 

WaSt *e) The balance now in the Process Account is the cost of 
good units produced by the process. 

(/) “Abnormal Wastage Account” will be closed by transfer¬ 
ring it to the Costing Profit and Loss Account. 

Illustration 93 

1,000 units of raw material were introduced in a P roc ®*; ** 
a cost of Rs. 4.000, 10% wastage is allowed. ea ^V umt ol *n 

realises Rs. 2 50. The actual production was 8a0 units (with 
abnormal wastage of 50 units), the expenses being as iollows 
Direct wages Rs. 6,500. 

Indirect expenses Rs. 3,250. 

Prepare the process account to bring out the effect of wast age. 

Solution 

PROCESS ACCOUNT __ 


Unit Amount Particulars Units Arr.cunt 


Particulars 


To Raw Materials 

To Direct wages 

To Indirect 
expenses 



By Normal 

wastage 

By Abnormal 
Wastage A/c 

By Transfer to 
next process 


850 12.750 
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Working Notes 

™ D -! S Introduced-Total Cost 

- Units Normal Wastage—Cost 


900 Jnit< 


Normal Output—Cost 


Rs. 13,750 
Rs . 250 

Rs. 13,500 


Per unit Cost of Normal Output=-^°° =ks. 15 

900 

Cost of abnormal Wastage=Rs. 15 x 50=Rs. 750. 

Note : Abnormal Wastage A/c can be prepared as unaer— 
ABNORMAL WASTAGE ACCOUNT 


Particulars 

—~ - 1 

Units 

Amount 

Particulars 

Units 

Amount 

To Process A/c 

50 

Rs. 

750 

By Sale proceeds* 

50 

Rs. 

125 




By Pro6t & fcpss 
. A/C 


625 


50 

-1 

750 

!- L 


so 

750 


i oi aonormai wastage would also realise R 

trie loss to be transferred to P. & L. A/c would be reduced. 

Abnormal effectives 


In case the actual production of a process is more than the 
expected production, the excess is known as abnormal effectives. 
1 he presence of abnormal effectives should not affect the cost of 
good units in the normal circumstances. They, therefore, shall be 
valued at the rate at which the good units would have been valued 
had there been wastage at the normal rate. The amount shall be 
debited to the relevant Process Account and credited to “Abnormal 
Effectives Account”, which will he closed by transferring to the 
Costing Profit and Loss Account. 

Illustration 94 


A product passes through three processes A, B and C. The 
normal wastage of each process is as follows : 

Process A —3 percent 
Process 5 — 5 percent 
Process C—8 percent 

Wastage of Process A was sold at 25 P. per unit, that of Pro¬ 
cess B at 50 P. per unit and that of Process C at Re. 1 per unit. 
10.000 units were issued to Process A in the beginning of October, 
1978 at a cost of Re. 1 per unit. The other expenses were as 
follows : 



Process A 

Process B 

Process C 


Rs. 

Rs. 

Rs. 

Sundry Materials 

1,000 

1,500 

500 

Labour 

5,000 

8,000 

6,500 

Direct expenses 

1,050 

1,188 

2,009 
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Actual output was : 

Process A 
„ B 

c 

Prepare the Process 
opening or closing stocks. 
Abnormal Effectives Accounts. 


9,500 units 

9.100 „ 

8.100 „ 

Accounts, assuming that there were no 
Also give the Abnormal Wastage and 
(Kerala B. Com. adapted) 


Solvation 

PROCESS A ACCOUNT 


Particulars 

Units 

Amount 

Particulars 

Uni ts 

Amount 



Rs. 



Rs. 

To Units issued 
@ Re. 1 per 
unit 


10,000 

By Normal wast¬ 
age 3% of 
10.000 units 
sold at 25 ' 



To Sundry 


1.000 

per Unit 

300 

75 

Materials 


By Abnormal 



To Labour 


5,000 

Wastage 

200 

350 

To Direct 



By Process B 



Expenses 


1,050 

(Output 

transferred) 

9,500 

16.625 


mam 



BEaEj 

17.050 


r— 


1 


1_ 


PROCESS B ACCOUNT 


Particulars 

Units 

Amount 

Particulars 

Uni ts 

Amount 



Rs. 



Rs. 

To Process A 



By Normal wast¬ 



(output reed.) 

9,500 

16,625 

age 5% of 
9,500 units 



To Sundry 



sold at 50 P. 



materials 



per unit 

475 

238 

To Wages 



By Process C 





(Output trans¬ 



To Direct 



ferred) 

9,100 

27.’00 

expenses 


1,188 




To Abnormal 



i 



Effectives 

75 

225 

1 

i 




9,575 

27.538 


9,575 

27,538 


i 


1 _ 
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Particulars 


To Process B 
(output reed.) 

To Sundry 
Materials 

To Wages 

To Direct 
expenses 


PROCESS C ACCOUNT 


Units 


9,100 



_ s. 
27.300 


9.100 36,309 


Particulars 

Units 

Amount 

By Normal Wast¬ 
age 3% of 


Rs. 

9,100 units 
sold @ Re. 1 



per unit 

728 

728 

By Abnormal 



Wastage 

272 

1,156 

By Finished stock 



(Output) 

.8,100 

9,100 

34,425 

36,309 


Calculation of Abnormal Wastage and Abnormal Effectives 

P-icess A • 

Cost of Abnormal Wastage = Rs. x200^Rs. 350 

Process B : 

Cost of Abnormal Effectives » Rs. x 75 = Rs. 225 

Procsss C : 

35 SRI 

Cost of Abnormal Wastage = Rs. "ggyg - x272 = Rs. 1,156. 


Particulars 


To Process A 
To Process C 


ABNORMAL WASTAGE ACCOUNT 


Units Amount Particulars 


By Sale of . 
wasted units : 



Process A (a 
25 P. per unit 

Process C (a. 
Re. 1 per unit 

By Costing Profit 
and Loss A/c 


1.506 


Units Amount 


Rs. 

50 

in 

1,184 


506 
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NORMAL WASTAGE A/c 


Particulars 

Units 

Amount 

Particulars 

Units 

— 

— 

Amount 

To Process A 

300 • 

75 

By Sale Proceeds 






of wasted units 



„ Process B 

475 

238 

A 

mm-m 

75 




B 



,, Process C 

728 

728 

C 

728 

728 




By Ab. Effectives 






a/c 

75 

38 


1.503 

1.041 


1,503 

1,041 








ABNORMAL EFFECTIVES ACCOUNT 


Particulars 

Units 

Amount 

Particulars 

Units 

Amount 

To Normal Wast¬ 
age A/c @ 

50 P. per unit 

To Costing Profit 
and Loss A/c 

75 

Rs. 

38 

187 

| By Process B 

i 

1 _ 

75 

Rs. 

225 

79 

225 

75 

225 

1 1 




*Note : Actual wastage in Process B is only 400 units, but we 
have credited Process A/c with the sale, proceeds of normal wastage 
i.e. 475 units. The shortfall in the sale of normal wastage of 75 
units 50 P. per unit ha been debited to Abnormal Effectives A/c 
and credited to Normal Wastage A/c. 

Illustration 95 

The product of a manufacturing concern passes through two 
processes A and B and then to finished stock. It is ascertained that 
in each process normally 5% of the total weight is lost and 10% is 
scrap which from Processes A and B realizes Rs. 80 per tonne and 
Rs. 200 per tonne respectively. 

The following are the figures relating to both the processes : 


Process Process 

A B 

. . Rs. Rs. 

Materials in tonnes 1,000 70 

Cost of Materials in rupees per tonne 125 200 

Wages in rupees 28,000 10,000 

Manufacturing expenses in rupees 8,000 5,250 

Output in tonnes 830 780 


Prepare Process Cost Accounts showing cost per tonne of each 
process. There was no stock or work-in-progress in any process. 

(B. Com. (Hons.) Delhi 1977) 
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Solution 


PROCESS A ACCOUNT 



Tonnes 

Amount 

mmm 


Amount 



Rs. 



Rs. 

To Materials 

To Wages 

1,000 

1,25,000 

28,000 

By Loss in 
weight 

By Normal Loss 

50 

100 

8,000 

To Manufacturing 
expenses 


8,000 

By Abnormal 
Loss 

20 

3,600 




By Transfer to 
Process B @ 
Rs. 180 per 
tonne 

830 

1,49,400 




O AAA 

1.000 

1.61.000 


Cost of Abnormal Loss- 1 , 61 ’ 0 ^ ~Rs. 180 per tonne 


PROCESS B ACCOUNT 



Tonnes 



Tonnes 

Amount 



BBS! 



Rs. 

To Transfer from 
Process A 

830 

1,49,400 

I By Loss in 

weight 

45 


To Materials 

70 

14,000 

By Normal Loss 

90 

18,000 

To Wages 


10.000 

By Transfer to 
Finished 


1,63,800 

To Manufacturing 
expenses 


5.250 

Stock @ Rs. 
210 per ton 

780 

To Abnormal 






Effectives (or 
Gain a/c) 

15 

3,150 




915 

1,81.800 

-- 

915 

1,81,800 


. Rs. 1.78.6 50—Rs. 18,000 
Value of Abnormal Effect ives=»- 755 


^Rs. 210 per tonne. 


Illustration 96 

The product of a company parses through 
processes-^, B and C. It is ascertained from past 
wastage in each process is incurred as under 
Process A : 2% 

Piocess B : 5% 

Process C : 10% 


three different 
experience that 
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The percentage of wastage in each case is computed on the 
basis of number of units entering the process concerned. 

The wastage of each process has a scrap value. The wastage 
of process A and Bis sold at Re. 1 per unit and that of process C at 
Rs. 4 per unit. 

The company gives you the following information for the 
month of July, 1979 :— 

2,000 units of crude material were introduced in process A at 
a cost of Rs. 8 per unit. Besides this the following were other 

expenses : 



Process 

Process 

Process 


A 

B 

C 


Rs. 

Rs. 

Rs. 

Materials consumed 

8.000 

3,000 

2.000 

Direct labour 

12.000 

8,000 

6,000 

Works expenses 

2.000 

1,000 

3,000 


Units 

Units 

Units 

Output 

1,950 

1,925 

1,590 

Stock : July 1 

200 

300 

5.00 

July 31 

150 

400 

— 

Stock, valuation on 

July 1, per unit 

19 

27 

36 5 


Stocks on 31st July *79 are to be valued at cost as shown by 
month’s production accounts. 

Prepare the Process Accounts. 

Solution 



To Units intro¬ 
duced 

To Materials 

To Direct labour 

To Works 
expenses 


By Normal 
wastage 

By Abnormal 
wastage 
(Note 1) 

By Process A 
Stock A/c 
Rs. 19368) 



38.000 
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PROCESS A STOCK ACCOUNT 



PROCESS B 



Units 

Rs. 


Units 

Rs. 

To input of 
material A 

To Ma.eeials 

To Direct labour 

To Works 
expenses 

To Abnormal 
effectives 
(Note 2) 


m 

By Normal 
wastage 

By Process B 
Stock A/c 
(@Rs. 26 611) 

100 

1,925 

100 

51,226 

IW 

51,326 

2 ,02* ' 

51.326 

r— 





PROCESS B STOCK ACCOUNT 




Units 

Rs. 


Units 

Rs. 

To Balance 

300 

8,100 

By Process C 
(Bal.fig.) 

\WE 

48,682 

To Process B 

1,925 

51,226 

By Balance 






(@ Rs. 26 611 

yHi 

| 10,644 


2,225 

59.326 

2,225 59.326 
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Units 


PROCESS C 

Rs. 


Units 


To Input of 
Material B 

To Materials 

To Direct labour 

To Works 
expenses 


By Normal 
1,825 W,682 wastage 


2,000 By Abnormal 

wastage 52 

6 -°°° By S£2- 3) C 
Stock A/c 

3,000 <@ Rs- 35*901) 1.590 


To Balance 
To Process C 


1,825 59,682 

PROCESS C STOCK ACCOUNT^ 
Units Rs. 


500 18,250 By finished 

goods stock 

1,590 57.083 A/c 

2,090 j 75,333 

ABNORMAL EFFECTIVES ACCOUNT 


1,825 



2.090 

2.090 


To Normal Wast¬ 
age A/c 
(Note 4) 

To Costing 
P. & L. A/c 


ABNORMAL WASTAGE ACCOUNT 
Units Rs. 


Units 


To Process A 
To Process C 


732 

1,867 

57.083 

59,682 


75.333 

75.333 


Units 

Rs. 


Units 

Rs. 

25 

25 

By Process B 

25 

665 

- 

640 




25 

665 


25 

665 


10 

194 

By Sale of waste 
' units: 

Process A 

10 

10 

52 

1,867 

Process C 

52 

208 



By Costing 
P.&J-. A/c 


1,843 
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normal Wastage account 



Units 

Rs. 


Units 

Rs. 

To Process A 

40 

40 

By Sale of waste 






units 

298 

847 

To Process B 

100 

100 

By Abnormal 






Effectives A/c 

25 

25 

To Process C 

183 

732 





323 

mm 


323 

872 


~ ' T~ 1 





Working Notes 


1 . 


Normal Output 1,960 units 

Normal Cost Rs. 37,960 

Cost of Abnormal Wastage—10 units. 


37960 

1960 


X l0=Rs. 194. 


2. Normal Output 1,900 units 

Normal Cost Rs. 50,561 

Cost of Abnormal Effectives—25 units. 


50561 

1900 


x25=Rs. 665 


3. 


4. 


Normal Output 1642 units. 

Normal Cost Rs. 58,950 

Cost of Abnormal Wastage—52 units. 


58950 

i642 


X 52=Rs. 1,867 


Actual wastage in Process B 
Proceeds credited to process B 
Excess Proceeds credited 
Each units realised Re. 1 
Total amount lo be debited to 
Abnormal Effectives Account 


75 units 
100 units 
25 units 


Rs. 25 


WORK IN PROGRESS 

Manufacturing products is a continuous process. At the end 
of the accounting period generally in all manufacturing firms there 
is some work-in-progress. The cost of such work is determined by 
calculating Equivalent or Effective Production. 

Equivalent or effective production 

Equivalent or Effective Production implies production of a pro¬ 
cess in terms of completed uniis. For example, if 60 units are in¬ 
complete in process A, and they have been estimated as 75% com¬ 
plete, the stock at the end of the accounting period be taken as 
equivalent to 45 complete units. A correct estimate regarding the 
degree cf completion is very necessary because erroneous valuation 

of these units will affect the valuation of stcck in Final Accounts. 
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shown in fhe following illustrations 97 and 98. 

A cT^rnTnuracture,mvolves tw^ con- 


Opening Stock 
Input of units in process 
Units completed 
Units under process 
Materials cost 
Conversion costs 


Pressing 

1,200 

1,000 

200 

Rs. 96,000 
Rs. 2.88,000 


Polishing 

1,000 
500 
500 

Rs. 8.800 
Rs. 52.000 


uonversion - 

For incomplete units in process charge material cost at lOO per 
cent and conversion costs at 60% in the Pressing Process andat 
50% in the Polishing Process. Prepare a s * a ‘? n J* n Lo / f "d 
calculate the selling price per unit which will result in 25 /„ proht on 

sale price. 


Solution 

Pressing process 

Materials (1,200 units) 

Conversion costs 

Less : Cost of 200 units under process : 

Mater-d. Cost (100%)= ?^|^2= 16,000 
Conversion cost- 2 - 88 fgg ' - =30.857 

*(1000^60% of 200) 

Cost of 1,000 transferred 
to the Polishing Process 


Rs. 

96,000 

2 , 88,000 

3,84,000 


Rs. 


46,857 


3,37,143 


Polishing Process 


Pressing Process (1,000 units) 
MLaterial cost 
Conversion costs 


Less : Cost of 500 units under process : 
Pressing cost (100%) 

Material cost (100%) 


Rs. 

3,37,143 

8,800 

52,000 

3,97,943 


1,68,571 
4.*00 
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Conversion cost (*?J™***L\ 

\ / OU ' 

Cost of 500 units 

Cost per unit 
Profit (i of cost) 


17,333 

1,90,304 

2,07,639 

415-28 

13843 


Selling price 553 71 

Illustration 98 

A product passes through two processes A and B. From the 
lollowing particulars relating to process A, find out equivalent pro¬ 
duction and prepare the relevant accounts. 

Units introduced in process A—2,000 valued at Rs. 5,800. 
Amount spent as labour and production overhead — 

Rs. 3,340 and 1,670 respectively. " 

1 o atCrials introduced during the process—Rs. 1,440. 
1,400 Completed units were produced in process A and 
transferred to process B, Incomplete units 460. 

Units scrapped 140 and sold at Rc. 1 per unit. 

The normal process loss was estimated at 5% on input. 

It was estimated that incomplete units had reached a stage 
in production as follows— 

Materials (including units introduced) 75% completed 
Labour 50% completed 

Overhead • 50% completed 

Solution 

STATEMENT OF EQUIVALENT PRODUCTION 
PROCESS A 





Equivalent production (Units) 

Input 

Output 

Units 

Material 

Labour 

Overhead 




Qty. 

% 

Qty. 

% 

Qty. 

% 

2,000 Units 

Normal loss 

100 

• • • 

... 

• • • 

• •• 

• • • 



Abnormal loss 

40 

40 

100 

40 

100 

40 

100 


Finished produc¬ 
tion 

1,400 

1,400 

100 

1,400 

100 

1,400 

100 


Work-in* progress 

460 

345 

75 

230 

50 

230 

m 

2,000 

Equivalent 

p roduction 

2,000 







_ 


1,785 


1,670 


1,670 
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PROCESS A 






Rs. 


Units 

Rs. 

To Units 
introduced 

To Materials 

To Labour 

To Overhead 

I 

HS23 

By Normal loss 

By Abnormal 

Loss A/c 
{See Working 
Notes) 

By Process B 
{Set Working 
Notes) 

By Balance c/d 
(See Working 
Notes) 

100 

40 

1,400 

460 

2,000 

100 

280 

9,800 

2.070 

12,250 

To Balance b/d 







PROCESS B 



Units 

Rs. 


Units 

Rs. 

To Transfer from 

■PI 





Process A 






ABNORMAL LOSS ACCOUNT 



Units 

Rs. 



Rs. 

To Process A 

40 

280 

By sale of scrap 

40 

40 




By costing P. & 
L. A/c 


240 


40 

2.80 


40 

l_ 280_ 


Working Notes 

The rate and value of equivalent production has been arrived 
at as follows : 
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STATEMENT SHOWING RATE OF EQUIVALENT PRODUCTION 


Elements of Cost 

Cost 

(Rs.) 

Equivalent 

Production 

(Units) 

Cost per unit 

(Rs) 

Materials: 




Units introduced 

5.800 



Direct 

1,440 



Less i Scrap value of 

7,240 



normal loss 

100 




7,140 

1,785 

4 

Labour—direct 

3.340 

1,670 

2 

Overhead—production 

1,670 

1,670 

1 


12,150 


7 






STATEMENT SHOWING VALUE OF EQUIVALENT PRODUCTION 


Production 

Elements 
of Cost 

Equivalent 

production 

(Units) 

Cost per 
Unit 
(Rs.) 

Cost 

Rs. 

Total 

Cost 

(Rs.) 

Abnormal loss 

Material 

MM 

4 

160 



Labour 


2 

80 



Overhead 

Wtm 

1 

40 

ion 

Finished Production 

Material 


4 


-OU 


Labour 


2 

keg® 



Overhead 


1 

HK?I 




mm 



9,800 

Work-in-progress 

Material 


4 

1,380 



Labour 


2 

460 



Overhead 

u 

1 

230 

2,070 




mm 

Rs. 

12,150 


Evaluation of process costs when there is opening and 
closing work-in-progress. In such a case the valuation of stock 
and output transferred to the next process may be made either 
according to FIFO or average Method. The choice of the method 
depends upon the extent to which identification of the output 
♦ransierred to the next process can be made. If the output trans¬ 
ferred to the next process can be differentiated and identified with 
the work-in-progress and fresh units introduced in the process the 
FIFO method is adviseable. In case such differentiation and identifi¬ 
cation cannot be made, average method should be adopted. 

lirst-in-first out Method.* In case of this method the closing 
stock of work-in-progress is valued at current costs. It is based on 
the principle that whatever remains half-finished is out of the lot 
inserted afresh during the current period. Thus, the cost incurred 
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computation : 

Example 1 ... . A SOO 

Units introduced during the period 

° r , >» 

Costs incurred during the period Ks. 

Equivalent Production would be : 

500 Units+30% of 100 Units 

or 500 Units+30 Units *.e. 530 Units. Rs 2 12Q 

Cost per unit of equivalent production = 530 =Rs 4 

Value of closing stock of working- in-progress*Rs- 4x30 Units 

When this stock is carried over to the next period, it becomes 

St isw JS- 

Example 2 TT • 

Opening stock of work-in-progress ^“I : 5 

(30% complete) IL 

Introduced during this period 
Completed during the period 
(transferred to next process) 

Closing stock of work in-progress JU 

;60% complete; R{ o 9 c 0 

Costs incurred during the period Ks. 

The relevant process account will be prepared after making 
the computations as shown by the following statements. 

STATEMENT OF EQUIVALENT PRODUCTION__ 


Units 

100 

600 

650 


Rs. 3,250 


Input 


Particulars 

Opening work-in - 
progress 
Introduced 


Units 


Output 


Particulars 

Work-in-progress comp 1- 
ted during this period 
Introduced and completed 
during this period units 
transferred to next process 
Closine-work-in progress 


Equivalent 

Production 


Units Completion 


100% I 550 
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STATEMENT OF COST 


Particulars 

Equivalent 

production 

Units 

Cost per 
unit 

Rs. 

Total 

Cost 

Rs. 

Opening stock of work-in-progress 

(additional cost for completion of these 
units) 

70 

5 

350 

Introduced and completed during this period 

550 

5 

2,750 

Closing stock of work-in-progress 


5 

150 

Total 


3 

S3 


COST OF UNITS TRANSFERRED TO NEXT PROCESS 

(а) Opening stock of work-in-progress : Old Cost+Current Cost 

completed now Rs. 120 +Rs. 350 

(100 units) **Rs. 470 

(б) Cost of units introduced and completed during the 
period 

(550 units) b Rs. 2,750 

Total Cost Rs. 3,220 


PROCESS ACCOUNT 



Units 

Amount 


Units 

Amount 



Rs. 



Rs. 

To opening stock 
of work-in¬ 



By transfer to 
next process 


3,220 

progress 

100 

120 


To costs incurred 



By closing stock 





of work-in- 



during the 
period 

600 

— 

3,250 

progress 

<0 

150 



3.370 


700 

3,370 


It has been so far assumed that work-in-progress was com¬ 
plete as regards materials, labour and overheads on an equal basis. 
However, it may not be so. The cost of materials might have been 
incurred to the extent of 80% for the work-in-progress while the 
cost of labour to the extent of 70% and that of overhead 60%. In 
such a case equivalent production in units in respect of each of the 
three elements should be computed separately. Cost per unit of 
equivalent production will have to be calculated separately for 
materials, labour and overhead. The relevant rate will be applied 
to corresponding equivalent units for computing process costs of 
output transferred and stock of work-in-progress. 
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The following illustration makes this point clear. 


Illustration 99* 

From the following details prepare statement 
production, statement of cost and find the value of. 

(a) Output-transferred, and 

(b) Closing work in progress 

Opening work-in-progress : 2,000 units 


of equivalent 


Rs. 


The costs are : 

Materials (100% complete) 

Labour (60% complete) 

Overhead (60% complete) 

Units introduced into this process 8,000 

There are 2,000 units in process and the stage 
estimated to be : 

Material 

Labour 

Overhead 


7.500 
3.000 

1.500 


of completion is 

100 % 

50% 

50% 


8,000 units are transferred to next process. 


The process costs for the period are : 

ks. 

Materials W.OOO 

Labour 78 - 000 

Overheads 39 - 000 

(C./4. Inter N.S. Nov. 1976 ) 


Solution 


STATEMENT OF EQUIVALENT PRODUCTION 





Materials 

Labour A Overhead 

Input 

Particulars 

out¬ 

put 

Degree of 

Equivalent 

Degree of 

Equivalent 




Completion 

Units 

Completion 

Units 


Opening work- 
in-progress 
now completed) 



... 

40% 

800 



Introduced and 







completed 
during the 
period 


100 % 


100 % 

6,000 


Closing work- 





1,000 


in-progress 


100 % 1 

2,000 

50% 

10,000 

Total 



8,000 


7.800 









364 


COST ACCOUNTING 


STATEMENT OF COST 



Cost 

Equivalent 

Units 

Cost per 
unit 

Materials 

-- 1 

Kg5 


Rs. 

12-50 

Labour 




1000 

Overheads 






Total j 



77-50 

■ 


STATEMENT OF APPORTIONMENT OF COST 


Particulars 

Elements of 
Cost 

Equivalent 

Units 

Cost per 

1 Unit 

Cost 

• 

Total 

Cost 

Opening work- 

Materials 

• • • 

Rs. 

12-50 

Rs. 

Rs. 

in-progress 

Labour 

v-Jm [VMM 


8 000 



Overheads 


5:00 

4.000 

12,000 

Introduced and 

Material 

6,000 

12-50 

75,000 

60.000 

30,000 


completed 

Labour 

6.000 

1000 


during the 
period 

Overheads 

• 1 


5-00 

1,65,000 

Closing work-in- 

Material 


12 50 

25.000 


progress 

Labour 


1000 

10,000 



Overhead 


5 00 

5.000 

40.000 


COST OF OUTPUT TRANSFERRED 
Opening stock of work-in-progress : 

Opening cost+Current cost «=Rs. 12,000 + Rs. 12,000 

= Rs. 24,000 

: Cost of Units Introduced and Completed 

°Rs. 1,65,000 
Total Rs. 1,89,000 

In the illustrations given so for anv process loss or wastage 
has,not been considered. But loss during the course of production 
is generally phenomenal and hence a normal percentage of loss is 
pre-determined The actual loss may be more or less than this norm 
!^?t beforehand. It will result in abnormal loss or abnormal gain. 
I he scrap is sold in the market and it gives some value. The realisa¬ 
ble value of normal scrap is generally deducted from the cost of 
materials. Net cost of materials is divided by the equivalent output 
to arrive at the per unit of cost, of materials. In case of normal 
loss, nothing is taken as equivalent production. But if abnormal 
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duc'ion winch has * Units of abnormal gain would also be 

STen r"o% complete bu/i.s value will be deducted out of total cost 
of equivalent production. 

. " the S53S $ Ubou7and < ov«^hea& , Ii\^fo™^ e *l®g^®s". 

plete as regards materiaI , into consideration while 

the production in respect of abnormal loss. How- 

calculating equiva ent pr any equivalent unit 

sssirss be - ioo% compie,e as 

regards all elements of cost. 

Tf material has been received from the previous process it 

, .iL^pnaratelv recorded. The opening work-in-progress would 
should be 5 e P a t a ' e ‘V again durin g (he curre nt period and hence 

not require this mate wm fa( f no equivalent units of opening 

as regards this ma,e "'’ • hich have been introduced and coro- 

T^a in d P ur < in r e eS the period would be 100% complete as regards .he 
pleted during tne p nrev ious process. Normal loss has no 

material transferred^ f ^J ^ #[ P closing work-in-progress are 

Xo lJe as regards this material, the abnormal gain too i* 
k /o 100“/ complete. The value of normal scrap may be 
deducted out^of°the*material cost brought forward from the prtce- 
dine process only instead of prorating it to this material and mater al 

^sThas 

durTng the process as Material (2) for computation purposes 
here. 

The following illustrations explain clearly the procedure adopt- 
ed in different circumstances. 


Illustration 100* 

With the help of the following information, prepare Process 
Account, giving full working notes : 

Opening stock of work-in-progress : 

1000 units at Rs. 10,000 
Degree of Completion : 

Materials 100%. Labour 50%. Overheads 40% 
Introduced during the processs : 

10,000 Units at Rs. 37,800 
Wages : Rs. 17,840 
Overheads : Rs. 8,840 
Scrap 1,500 Units. 

Degree of completion : 

Materials 100%, Labour 80%, Overhead 60%. 

Closing Work-in-progress : 1,000 Units 
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Degree of Completion : 

Materials 100%, Labour 60%, Overheads, 50%. 
Normal loss 10% of total input. 

Scrap value Rs. 2 per unit. 

Solution 


STATEMENT OF EQUIVALENT PRODUCTION 





Equivalent Production 

Input 

Doits 

Particulars 

Output 

Units 

Material 

Labour 





Units 

% 


% 

Units 

% 

1.000 

Opening work -in-pro¬ 
gress 

1,000 


■ 

m 

m 

600 

60 


Introduced and com¬ 
pleted 

7,500 


100 

7,500 

100 

P53 

100 


Transfer to Process II 

■ *■-' ji 








Normal Loss 

1,100 

— 

— 

— 

B 




Abnormal Loss 


400 

100 

320 


240 

60 


Closing work-in-pro- 
gress 

1,000 

_ 

1,000 

100 


m 


E 


Total 

m 

8,900 


8,920 


□ 

■ 


STATEMENT OF COST 


Particulars 

Total Cost 

Equivalent 

Production 

Cost per 
Unit 

Mater als 

Rs. 

37,800 

Rs. 


Rs. 

Less value of normal scrap 

2,200 

35,600 

8,900 

4 

Wages 


17,800 

8,920 

2 

Overheads 


8,840 ^ 

8.840 

1 
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MAicm 

cn * v»» * 

Elements of 

; 

Equiva¬ 

Cost per 

Cost 

Total 

Particulars 

• 

Cost 

lent Units 

Unit 




Opening work-in-pi 


Abnormal Loss 


Material 

— 

4 

— 

Labour 

500 

2 

1.000 

Overhead 

600 

1 

600 

Material 

7,500 

4 

30,000 

Labour 

7,500 

2 

15,000 

Overhead 

7,500 

1 

7,500 

Material 

400 

4 

1,600 

Labour 

320 

2 

640 

t 

Overhead 

240 

1 

240 

Material 

1,000 

4 

4,000 

Labour 

600 

2 

1,200 

Overhead 

500 

1 

500 


COST OF UNITS TRANSFERRED TO NEXT PROCESS 

1,000 Units ; Value of opening stock _ 

Opening work-in-progress completed now 
7,500 Units ; Introduced and completed during the period ^ 

8^500 Units ToUI 


1.600 


52.500 


2.480 


5,700 


Ra. 

10.000 

1.600 

52,500 

64,100 


The process account can now be prepared with the help o 
all the above computations^^ ACCQUNT 


Units Amount 


Units 


To Opening 

W.I.P. 

To Units intro¬ 
duced 

To Wages 

To Overheads 


10,000 



By Normal Loss 1,100 

By Abnormal 

Loss 400 

By Transfer to 

Next Process 8,500 

By Closing 

W.I.P. 1.000 


Rs. 

2*200 

2,430 

64,100 

5.700 
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Illustration 101 9 

You are given the following data for preparation of Process B 
Account : 


Opening work-in-progress 200 units 
Transfer from Process A 800 units 
Material added during the process 
Labour 
Overheads 
Units scrapped 100 
Closing work-in-progress 300 units 
Degree of completion : 


Rs. 

3,000 

7,650 

2,720 

2,604 

U76 


Material 
Labour 
Overhead 
Normal loss 
Sale of scrap 
Solution 


Opening W.I.P. 

Closing W.I.P. 

Scrap 

80% 

70% 

100 % 

60% 

50% 

70% 

50% 

40% 

60% 


10 % of gross output 
Rs. 5 per unit. 


PROCESS B ACCOUNT 



Units 

Amount 


Units 

Amount 



Rs. 



Rs. 

To Opening 



By Normal Loss 

70 

350 

W.I.P. 

200 

3,000 




By Abnormal 



To Transfer from 



Loss 

30 * 

540 

previous 


. 

i 


process 

800 

7,650 

By Transfer to 
next process 

600 

11,680 

To Materials 




added 


2,720 

By Closing work- 



To Labour 



in-progress 

icaPTM- ■ >m\ 

4,680 





To overheads 


1,276 









17,250 


-r 

-1 


r .. ~ i > 


The account has been prepared only after first making the 
following workings : 













STATEMENT OF EQUIVALENT PRODUCTION 
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STATEMENT OF COST 


Particulars 


Material (1) 


Rs. 


Transfer from previous process 7,650 
Less : Value of normal scrap 350* 


Material v 2): 

(added in the process) 
Labour 
Overheads 


Total 


Cost 

Rs. 

Equivalent 

Units 

Cost per 
Unit 

Rs. 


730 

10 


680 

4 

r 

✓ 651 

4 


638 

2 





STATEMENT OF APPORTIONMENT OF COST 


Particulars 


Opening work-in- 
progress completed 


Introduced and 
completed during 
the period 


Abnormal loss 


Closing work-in¬ 
progress 


Element 
of Cost 


Material (1) 
Material (2) 
Labour 
Overheads 


Material (1) 
Material (2) 
Labour 
Overheads 

Material (1) 

Material (2) 

Labour 

Overheads 


Material (1) 
Material (2) 
Labour 
Overheads 


Equivalent 

Production 


40 

80 

100 


400 

400 

400 

400 

30 

30 

21 

18 


300 

210 

150 

120 


Cost per 
unit 

Rs. 


Cost 


Rs. 


10 

4 

4 

2 


10 

4 

4 

2 

10 

4 

4 

2 


10 

4 

4 

2 


160 

320 

200 


4,000 

1,600 

1,600 

800 


300 

120 

84 

36 


3,000 

840 

600 

240 


Total 


COST OF UNITS TRANSFERRED TO NEXT PROCESS 

* 200 * Opening stock to W.l.P. (Old Cost) 

Opening work-in-progress now completed (Cost) 

400 Introduced and completed (Cost) 


Total 

Cost 

Rs. 


680 


8,000 


540 


4,680 


13,900 


Rs. 
3,000 
680 
8,000 


600 


Total 11,680 


’Presuming all out of this lot. 
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Normal Loss 10% of output 

[Opening stock+Input—Closing stock] 
(200 units-f800 units—300 units] 
i.e. 700 units 
Normal loss 70 units. 


Illustration 102* 

You are required to prepare process No. 2 Account, with the 
following information : 


Rs. 425 
Rs. 246 
Rs. 83 


Transfer from process No. 1 90 units at Rs. 900 
Opening stock of work-in-progress 5 units at Rs. 90 
Material added during the period 
Labour 
Overheads 

Units scrapped 2 t 

Normal Loss : 5% of output ; Sale of Scrap Rs. 10 per unit 
Closing Work-in-progress : 15 units 

Degree of Cootple.ion^ ao . ogWlp Rctap 

Material 60% >°°% 

Labour 60% 60% 80% 

Overhead 40% 60% 60% 


Solution 


PROCESS NO. 2 ACCOUNT 



Units 

Amount 

Rs. 


Units 

Amount 

Rs. 

To Opening W.l.P. 

5 

90 

By Normal Loss 

4 

40 

To Transfer from 
previous process 

90 

900 

By Transfer to 
next process 

78 

1,496 

To Material added 


425 

By Closing W.l.P. 

15 

246 

To Labour 


246 




To Overheads 


83 




To Abnormal Gain 

2 

38 





97 

1.782 


97 

2.782 




1 _- 

k 




The account has been prepared with the h'felp of following 


working notes : — 









STATEMENT OF EQUIVALENT PRODUCTION 







































PROCESS COSTING 


37S 


Particulars 

Cost total 

Equivalent 

Production 

Cost per 
Unit 


Rs. 


Rs. 

Material (1): 

Rs. 

Transferred from previous process 900 



10 

Less Sale value of normal loss 40 

860 

86 

Material (2): 




Added during the process 

425 

85 

5 

Labour 

246 

82 

3 

Overheads 

83 

83 

1 

Total 

1.614 




I I1UIU ' . 

—Actual Loss—Closing stock 


-5+90-2-15-78 

Out of it 5 units were those of opening W.l.P. and hence 73 units weie 


completed out of introduced units. 


STATEMENT OF APPORTIONMENT OF COST 


Particulars 

Elements of 
cost 

Equival¬ 

ent 

Cost per 
Unit 

Cost 

Total 

Cost 



Units 

Rs. 

Rs. 

Rs. 

Opening W.l.P. 

Material (1) 


10 



(now completed) 

Material (2) 
Labour 

2 

*> 

5 

3 

10 

6 

19 


Overheads 

3 

1 

3 

Introduced and 

Material (1) 

73 

10 



completed during 

Material (2) 

73 

5 



the period 

Labour 

Overheads 

73 

73 

3 

1 

1,387 

Closing work-in- 

Material (1) 

15 

10 

tm 


progress 

Material (2) 
Labour 

12 

9 

5 

3 

19 

246 


Overheads 

9 

1 

* 




n ■■ 

1,652 

Less : A bnormal 

Material (1) 

2 

10 

iftlfe 


Gain 

Material (2) 

2 

5 




Labour 

2 

3 

o 

38 


Overheads 

2 

1 

2 

Total Cost 





Id 
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Units 

5 

73 


COST OF UNITS TRANSFERRED TO NEXT PROCESS 


Opening work-in-progress (old cost) 
Work on work-in-progress now (cost 
Introduced and completed (cost) 


Rs. 

90 

19 

1,387 



Total 1,496 


Average method 

Simple . average method may be also employed to compute 
process costs instead of FIFO method. The principle underlying it is 
that since it is not possible to identify or first complete the opening 
work-in-progress, the work is carried on all units simultaneously and 
the units to be transferred to next process may not necessarily con¬ 
tain all the units of opening work-in-progress, or, so to say, the 
closing work-in-progress need not compulsarily be out of units 
introduced during this period. Moreover, the degree of completion 
of opening work-in-progress may not be known. Under all such 
circumstances, average method is to be used for computation of 
costs. The cost of opening work-in-progress and the costs incurred 
during the period are added up. The units completed and trans¬ 
ferred and the equivalent units of closing work-in-progress on the 
basis of degree of completion are added to arrive at total equivalent 
production. The total cost is divided by the total equivalent pro¬ 
duction to obtain the per unit cost. The evaluation may be done 
separately for mactrial cost, labour cost and overhead cost as per the 
stage of completion reached in respect thereof. Thus the main 
difference between FIFO method and average method is that units 
of opening work-in-progress and their cost are taken in full under 
average method while under FIFO method only the remaining work 
done now is considered. 

Illustration 103 

Solve illustration 99 assumingjaverage method of valuation of 
process stock and output. 

Solvation 


STATEMENT OF EQUIVALENT PRODUCTION 


Production 

Units 

Materials ^ 

Labour & Overhead 



% Com¬ 
pletion 

mm 

% Com¬ 
pletion 

Equivalent 

Units 

Finished and Transferred 


100% 

8,000 

100% 

8,000 

Closing work-in-progress 


100% 

2,000 

50% 

1,000 

T o» - -oduction 





9.000 
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STATEMENT OF COST 
Materials I Labour 
Rs. ' ** 


Cort of opening work-in- 
progress 

Cost incurred during the 
process 


Equivalent units 

Cost per unit 



(а) Value oi output tran^erred : 

8 000 units @ ^ 

(б) Value of closing work-in-progress . 

Materials 2.000 units & Rs. 10 75 
Labour 1.000 units @ Rs. 9 00 
Overhead 1.000 units @ Rs. 4 50 



35.000 

Rs. 2.29.000 


by-products and joint products 

STL’Ste MTSSSKfSfc JU-* as ^ 

necessarily ^produced. Similarly «h<= crude od ^ , relative 
products like, coke tar sulphur, b.turne The former 

importance than the others 8“ ? the latter as mam P r °*«*“: 

are, therefore, known as by product after being separated 

By-products may require further P at which they are separated 

from the mam products. The P°‘" Qwn as ap ut off P«»“- The 
from the main product or P roduc '’ . Ut . 0 ff point. 

expenses of processing are joint till th P ; an y Q f the 

By-products can be dealt with in cost accounts Y 

two ways _U ^les value. In such a 

(«) Where by products are of ^ cable to attempt to 

case it is considered uneconomical a P costs of pr oduc- 

apportion to amount Realised by the sale of 

tion upto the point of split-off. l b ^ foUo wing two ways- 

the by-product may be dealt in any credited to the cost- 

(») It may be taken as a pure profit and creaueu 

ing profit and loss account, or 
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(n) It may be credited to the process in which the by-product 
has arisen. Due allowance, of course, will be made for 
any handling charges or expenses incurred in effecting the 
sale of the by-product. 

The second method is preferred to the first method because it 
attempts to confine the cost of the process to that relating to the 
main product. 

k* case a by-product requires further processing before it can 
be disposed of, such cost should be deducted from the saleable value 
of the by-product and the balance should be credited to the profit 
and loss account or the relevant process account, as the case may be. 

(6) Where by products are of considerable sales value. 
Where by-products are of considerable total value, it will be proper 
to find out the exact cost of the by products. This will require appor¬ 
tionment of the joint cost of the products upto the split-off point. The 
cost'of the by-product upto the ‘split-off point will be debited to a 
by-product account and credited to the main-product or the relevant 
process account. Any cost of further processing the by-product will 
be debited to the by-product account. This account will be credit¬ 
ed with the sale proceeds of the by-product, and any profit or loss 
will be transferred to the costing profit and loss account. 

The methods to be adopted for apportionment of joint cost 
upto the point of split-off are being discussed with joint products. 

Joint-product9 

When a group of individual products is simultaneously pro¬ 
duced, with each having a significant relative sale value the outputs 
are usually called joint-products. 1 

Thus the difference between the by-products and joint-pro¬ 
ducts is a matter of degree. If two or more commodities, one or 
more of relatively less importance than the other or others from 
one basic raw material are produced, they are known as by-products. 
If however the products obtained are of relatively the same sales 
value, the products are termed as joint products. In case of joint 
products because emphasis is not on any one product, it is necessary 
to analyse the total comm jn costs so as to determine separately the 
cost of each individual joint product. There are three important 
methods of allocating the joint cost of production to the joint 
products— 

(a) Market price method. This is the most common method 
employed for apportionment of joint costs to joint products upto 
the split off point. The market price may be either (i) at the spilt 
off point or (ti) after further processing. In case of method (t) costs 
are apportioned to joint products according to the proportion that 
total selling price of each of the joint products at split off point 
bears to the total selling price of all joint products. However 
where market price at the spilt off is not known method, (ti) is 
adopted. In case of this method the selling price of each products 
as reduced by the cost of manufacture beyond the split off point is 

1. Charles T. Horngrcn. “Cost Accounting—a Min age rial Emphasis 
3rd. ed. p. 569. 
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considered as the basis for allocation of joint costs. An illustration 
is given here to explain this method. 

The total joint costs of products A, B and C till the split-off 
point are Rs. 14. The market price of these products are Rs. b, 
Rs. 9 and Rs. 19 respectively. Cost of manufacture beyond the 
split-off point are Rs. 2 in case of product A, Re. 1 in case of pro¬ 
duct B and Rs. 3 in case of product C. Allocate the joint costs on 
the market price method. 

Solution _ 


Products 

ALL' 

Market price 
of joint 
products 

Cost of 
manufacture 
beyond split 
off point 

Market price 
less Cost of 
manufacture 
beyond split 
off point 

Base of 
alloca¬ 
tion 

Joint cost 
apportioned 
to joint 
products 


Rs. 

Rs. 

Rs. 


Rs. 

A 

6 

2 

4 

1/7 

2 

B 

9 

1 

8 

2/7 

4 

C 

19 

3 

16 

4/7 

8 


34 

6 

28 

7/7 

14 

• c 


Adoption ol this method may create prouicnw — 

fluctuating market prices of the joint products. It will be appro¬ 
priate in such times to consider the average market price each 
month for each product. 

(6) Unit method. Under this method the common costs of 
joint products are allocated on the basii of physical output of eac 
joint product at the split-off point. Adoption of this method may be 
difficult when the output of different joint products is not measure- 

able in the same units. . . , 

(c) Working backward. This is the most practical method. 
The estimated net profit and the processing costs after the split ott 
point are deducted from the sale value of each product. This gives 
the estimated cost of each product at the split off point. ie 
common costs may be appointed to the different products in tne 
ratio of these estimated costs (See Illustration 106, 107 & lUo). 

( d ) Survey method. This method is based on this realisation 
that joint costs can not be allocated satisfactorily by considering 
one or two factors. Under this method the management carries an 
extensive survey for collecting information regarding all tactors 
involved. Advice from the production, engineering, planning, 
selling and administrative divisions are sought and on the basis ot 
their appraisal percentage or weights are determined for apportion¬ 
ment of joint costs to joint products. This method is considered 
more equitable than the first two methods because a combination 
of related factors is considered (See Illustration 109). 

Illustration 105 

The following details have been extracted from the costing 
records of an Oil Mill for the year ending on March 31, 1979 : 
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Rs. 4,00,000 


Cost of labour 5,000 2,0°? ^,000 

Electric Power 1,200 720 480 

Sundry Materials 200 4,000 

Repairs to Machinery 560 660 280 

Steam 1.200 900 900 

Factory Expenses 2,640 1,320 

Cost of Casks 15 »°° 0 ' ‘ 

600 tonnes of crude oil were produced. 

500 tonnes of oil were produced by the refining process. - 

496 tonnes of refined oil were finished for delivery. 

Copra sack sold for Rs. 800. 

350 tonnes of copra residue sold for Rs. 22.000. 

Loss in weight in crushing 50 tonnes. 

90 tonnes of by-products obtained from Refining Process 
valued at Rs. 13,500. 

You are required to show the account in respect of each of 
the following stages of manufacture for the purpose of arriving at 
the cost per tonne of each process, and the total cost per tonne of 
finished oil : 

(а) Copra Crushing Process, 

(б) Refining Process. 

(c) Finishing Process (including Casking). 


Solution 


COPRA CRUSHING PROCESS 


Tonnes 


To Copra used 

To Labour 

To Electric power 

To Sundry 
materials 

To Repairs to 
machinery 

To Steam 

To Factory 
expenses 


1 003 | 4.CO.OOO By Sale of copra 

residue 

5,000 t . . 

By Loss in weight in 
1,200 crushing (normal 
wastage) 

200 By Sale of copra sacks 

By Cost of crude oil 

560 produced trans¬ 

ferred to refining 
1,200 process (cost per 

tonne Rs. 646*67) 

2.640 

1,000 4,10,800 


Tonnes 

Rs. 

350 

22,000 

50 

800 

600 

3,38,000 

1.000 

4,10,800 


1 ~ 
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REFINING PROCESS ACCOUNT 



Tonnes 

Rs. 


Tonnes 

Rs. 

To Crude oil trans¬ 



By By-products 

90 

13,500 

ferred from 
crushing process 

600 

3,88.000 

By Less in weight 
in refining 

10 


To Labour 


2,000 

(normal wastage) 

" 

To Electric power 


720 

By Cost of refined 
oil transferred to 



To Sundry materials 


4.000 

finishing process 



To Repairs to 


660 

(cost per tor.De 
Rs. 768-2) 

500 

3,*4,100 

machinery 


. 



To Steam 


900 




To Factory expenses 


1,320 





600 

3.97,600 


600 

1_ 

3.9 >,600 

tr:r 


FINISHING PROCESS (INCLUDING CASKING) ACCOUN T 



Tonnes 

Rs. 



Rs. 

To Refined oil trans¬ 
ferred from re¬ 
fining process 

„ Labour 

„ Electric power 

500 

3.84,100 

3,000 

480 

Bv Loss in weight 
(normal wastage) 

By Cost of finishing 
oil produced 
(cost per tonne 
Rs. 784 68) 

4 

496 j 

3,$9,200 

„ Repairs to 
machinery 


280 




„ Steam 


900 




„ Factory expenses 


440 





500 

3.89,200 


500 

3,89.200 

,, Finishing oil 

„ Cost of casks 

496 

3,89,200 

15,000 

By Cost of oil 
(total cost per) 
tonne Rs. 814 9) 

496 

4.04.200 


496 

4.04,200 

» 

. 

496 

4.04.200 


' Illustration 106 

Calculate the estimated cost of production of by-products X 
and T at the point of separation from the main product : 
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By-Product- By-Product 
X Y 

Rs. Rs. 

Selling price per unit 12 24 

Cost per unit after separation from 
main product 3 5 

Units produced 500 200 


Selling expenses amount to 25% of Total Works Cost—i.e., 
including both pre-separation and post-separation works cost. 

Selling prices are arrived at by adding 20% to Total Cost— 
i.e., the sum of works cost and selling expenses. 

(C.A. Final Nov. 1976) 


Solution 

A »! JRTIONMENT OF PRE-SEPARATION COSTS 



By-product X 

By-product Y 


500 units 

200 units 


- r 

Per Unit 1 
Cost ; 

Total 

Cost 

Per Unit 
Cost 

Total 

Cost 


Rs. j 
_1 

Rs. 

Rs. 

Rs. 

Selling price 

12 

6.000 j 

24 

4,800 

Les* : Net Profit (1/6 of sales) 

2 

1.000 

4 

800 

Total Cost 

10 

5.000 

20 

4,000 

UjS : Selling Expenses (1/5 of Total 
cost ) 

2 

1,000 

4 

8C0 

Works Cost 

8 

4.000 

16 

3.200 

Less : Cost after separation 

3 

| 1.500 

5 

1,000 

Cost at the point of separation 

5 

| 2,500 

11 

2,200 


Illustration 107 

A factory producing article P also produces a by-product Q 
which is further processed into finisher! product. The joint cost of 
manufacture is given below : — 

Rs. 


Material 

Labour 

Overheads 


5,000 

3,000 

2,000 


10,COO 
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Subsequent costs are given below— 

Material *,000 

Labour 1.4JJ0 

Overheads 60° 

5,000 


\%o 

3,000 


Selling prices are- ^ 

Q—Ks. a.000 o/ 

Estimated profits on selling prices are 25% for P and 20 /©- 

for Q. 

Assume that selling and distributing expenses are in P ro P°J[* 
tion of sales prices. Show how you would apportion joint costs of 
manufacture and prepare a statement showing cost of production o 
P and Q. 

Solution 

APPORTIONMENT OF JOINT COSTS __ 



Selling Price 
Ltsa: Profit 

Selling expenses 

Production Costs 
less : Subsequent Costs 

Share of Joint Costs 




(/) Joint Costs (6,733 : 3,267) 
Materials 

Labour 

Overheads 


(//) Subsequent Costs: 

Materials 

Labour 

Overheads 

Total 


Total 

(///) Consolidated Costs: 

Materials (/+//) 

Labour (i+//) 

Overheads (i+ii) 

Total 



6,733 



11,733 


6,367 

3,420 

1,946 


11,733 


3.267 

1.500 

1,000 

500 


6,267 


3,133 

1,980 

1,154 


6.267 
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Workisg Notes 

(1) It is necessary to work backward from the selling prices 
of products to compute the respective share of each joint product 
in joint costs. 

(2) Selling and distribution expenses have been calculated as 
follows : 


Total Selling prices of both articles 
Less : Pro6t-P 25% on Rs. 16,000 
Q 20% on Rs. 8,000 

Total Cost 

Production Cost—Joint 

Subsequent Cost 
for P 

Subsequent Cost 
for Q 


4.000 

1.600 


10,000 

5,000 

3,000 


Rs. 

24.000 

5,600 

18.40o" 


18,000 

400 


Balance being selling and distribution expenses 400 

apportioned between P & Q in the ratio of selling - 

price : (2 : 1). 

In case the Production Accounts are to be prepared in respect 
of P and Q, the same should be prepared as under : 

P—PRODUCTION ACCOUNT 




Q—PRODUCTION ACCOUNT 


By Cost of Production 
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Illustration 108 

Product A yields by-products B and C. The joint expenses 
of manufacture are : 

Materials, Rs. 5.000, Labour, Rs. 4,003; Overheads {Rs. 4,500 ; 
Total Rs. 13,500. 


Materials 

Labour 

Overheads 


The estimated profits on 
Sales are 


A 

B 

c 

Rs. 

Rs. 

Rs. 

1,000 

800 

900 

1,200 

700 

850 

1.300 

500 

750 

3,500 

2.000 

2,500 

, Rs. 

10,000 Rs. 

9,000. 


50% 


50% 


33j% 


Show how would you apportion the joint expenses of 
-manufacture. Prepare the accounts also. 


Solution 


Selling price , 21,000 10,C 

Less : Estimated profit on 

sales (50%; 50% ; 331% 1 0 » S0 ° J* 

Total Cost 10.500 5.( 

Less : Subsequent expenses 3,500 2,( 

Share of joint expenses 7,000 3; 

A -(MAIN-PRODUCT) ACCOUNT 


A 

B 

c 

Rs. 

Rs. 

Rs. 

21,000 

10,000 

9,000 

10,500 

5,000 

3.000 

10.500 

5.000 

6,000 

3,500 

2,000 

2,500 

7,000 

3,000 

3,500 


Particulars 


To Materials : 
Joint 
Separate 

To Labour : 
Joint 
Separate 

To Overheads 
Joint 
Separate 



Amount 

Particulars 

Amount 

- oZ — 

Rs. 

5,000 

1.000 

Rs. 

6.000 

By B- (By-Product) A/c 

By C—(By-Product) A/c 

Rs. 

3,000 

3,500 

4,000 

1,200 

5,200 

By Cost of Production of 
main product 

10,500 

4.500 

1,300 

5,800 




17,000 


17,000 
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B- (BY-PRODUCT) ACCOUNT 


Particulars 

Amount 

Particulars 

Amount 

To A (Main-Product) A/c 

To Materials 

To Labour 

To Overheads 

1 

By Cost of Production 

Rs. 

5.000 

5,000 


5.000 



C—(BY-PRODUCT) ACCOUNT 


Particulars 

Amount 

Particulars 

Amount 

To A (Main-Product) A/c 

To Materials 

To Labour 

To Overheads 

Rs. 

3,500 

900 

850 

750 

By Cost of Production 

Rs. 

6,000 

6,000 

1 

6,000 




Illustration 109 


A Chemical and Fertilisers factory manufactures three distinct 
varieties of insecticides. These are processed through simultaneously 

in two production departments which are (1) Mixing and Canning 

and (2) Labelling and Packaging. 

With a view to avoid detailed clerical labour the factory 
decided to manufacture these insecticides under strict survey. The 
trial runs disclosed that the different insecticides as they pass 
through the different departments had the following relative cost 
values (per pound of final output) on a point-value-basis : 


Type 

Mixing and Canning 

Labelling and Packaging 

Killtox 

3 Points 

2 points 

Malifex 

5 

5 

Germinol 

2 tf 

J »» 


10 Points 

10 Points 


Total cost for each process 


for the month is as follows : 
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Rs. 

72,500 

Mixing and Canning 37,000 

Labelling and Packaging -- 

1.09,500 


Production for the month was summarised as follows 

Product 15.000 

Killtox 10.000 

Malifix 25.000 

Gcrminol 

Prepare a statement showing (a) total cost for e ach produc 
for each department. (6) the accumula ed final cost fo.to ou P 
of each product, and (e) final cost per lb. for each product. 

Solution 

The points-value for the whole output will be calculated by 
multiplying^ points-value per lb. of each product by its °^tput. 
mump y g Mi * ing aDd Canning Labelling and Packaging 

45.000 30.000 


Killtox 

Malifex 

Gcrminol 


50.000 

50.000 

1.45^000 


30,000 

1.25,000 

1,85,000 


On the above basis the total cost for each product for each 
department will be in the following proportion— 

Mixing and Canning Labelling and Packaging 

9 6 

10 6 


Killtox 

Malifix 


Gcrminol 


10 

29 


25 


COST STATEMENT 


Products 

Total Cost for 
each product 
for the Depart¬ 
ment of Mixing 
and Canning 

Total Cost for j 
each product 
for the Depart¬ 
ment oi Label¬ 
ling and Pack¬ 
aging 

Accumulated 
final cost for 
total output 
of each 
product 

Final Cost per 
lb. for each 
product 

Killtox 

Rs. 

22.500 

Rs. 

6.000 

Rs. 

28,500 

Rs. 

1 90 

Malifix 

25.000 

6000 

31,COO 

3 10 

Germinol 

25.000 

25.000 

50.000 

2C0 
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INTER-PROCESS PROFITS 

S££H VTS&Sssr- 

affected by the efficiency or inefficiency of a previous proems " The 
market price of the goods processed being generally higher than h 
cost to the process, each process account wfll showsome proffi ThS 
profit is termed as inter process profit. This system of^ccoumin® 
for inter process profits has the following advantages : mg 

(1) It is very helpful for those businesses where there i. „ 
If themarket 86 '' 1 " 8 5*^**?? P rocess performed outside the factory 

If the market price of similar processed goods is less than the co i 

of manufacturirg the goods in the factoTv, it will be beneficial fo 
the business to buy partly processed materials rather than carrvffiv 
the processing work internally. carrying 

• J , Th , e effic,e " c y and economy of each process can be indeed 
independently as the economies effected in one process due tofts 
efficiency are not transferred to the next process 

Illustration 110 

The following are the details in respect of Process X and Pro- 
ces« 1 of a processing factory : ° 

Process Process 

R* Y 

Materials 10.000 

K ab0 u r a 10,000 14 000 

° VCrhcads 4.000 loioOO 

The output of Process X is transferred to Process 7 at a price 
calculated to give a profit of 20% on the transfer price and the out- 
put of Process 1 is charged to Finished Stock at a profit of 25% on 
the transfer price. The finished department realised Rs. l.OO.OOu 
for the finished goods received from Process 7. You are asked to 
show Process accounts and total profits assuming there were no 
opening and no closing work-in-process* 

„ . . (C. A. Inter May 1075) 

Solution 
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PROCESS Y ACCOUNT 


To Tr ansfer from Process X 

Rs. 

30,000 

To Labour 

14,000 

To Overheads 

10,000 

To Profit (25% on transfer 
price) 

18,000 


72,000 


Stock 


FINISHED STOCK ACCOUNT 

-r-TT; 

To Transfer from Process Y 72,000 By Sales 
To Profit and Loss a/c 28,000 

1 , 00.000 


Rs. 

72,000 


72.000 


Rs. 

1,00,000 


1,00.000 



Adjustments for inter process profits 

It is a -sound financial principle that stock for balance sheet 
purposes should be valued at cost or market price whichever is less. 
Cost here means ‘Cost’ to the business as a whole. 1 hus it is 
necessary to eliminate the inter-process profits included in the value 
of inventory in each process and the stock of finished goods at the 
end of the accounting period. A business cannot earn profit by 
trading with itself and, therefore, suitable adjustments are made in 
the value of closing inventory of each process and stock of finished 
good 5 by creating a Stock Reserve for an appropriate amount. 
Be>ide» that value of stock of inventories fluctuate from year to 
year and, therefore, the Stock Reserve will have to be increased or 
decreased according to the circumstances. The following illustra¬ 
tions will clarify the principles involved in adjustments for inter¬ 
process profits. 
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Illustration 111 

A product passes through two processes —A and B to comple¬ 
tion. Output of Process A is transferred to process B at cost plus 
20% and finished goods is similarly transferred to Finished Stock 
A/c at cost plus a profit of 20% on transfer price. On 3Is 
December 1978, the following information is given to you— 



Process A 

Process B 


Rs. 

Rs. 

Materials 

10,000 

30,000 

Labour 

15,000 

21,000 

Closing Stock (valued at 
prime cost) 

5,000 

15,000 

Out of the finished stock, stock valued at Rs. 

30,000 was in 


hand and the rest was sold for Rs. 60,000. Prepare the Processes 
and Finished Stock Accounts. Show the amount of actual profit 
and closing stock also. 


PROeESS A ACCOUNT 


Particulars 

Total 

Cost 

Profit 

Particulars 

Total 

Cost 



Rs. 

Rs. 



Rs. 

Rs. 

Rs. 

To Materials 

EaEj 



By Closing 




,, Labour 


BauSi 

Sol 

Stock 

mm 


— 

Prime Cost 

25,000 


__ 

„ Transfer to 








Process B 



4,000 

„ Profit 



4,000 






29,000 


lEESa 


29,000 

25,000 




1 





MB 


PROCESS B ACCOUNT 


Particulars 

Total 



Particulars 

Total 

Cost 

Profit 


Rs. 

Rs. 

Rs. 


Rs. 

Rs. 

Rs. 

To Transfer 




By Closing 




from Pro¬ 




Stock 

15,000 



cess A 

Fr SVi'l 

20,0C0 

4,000 

„ Transfer to 




„ Materials 


Eiooioa 

— 

Finished 




„ Labour 



— 

Stock A/c 

75,000 



Prime Cost 

75,000 

era 

MFTvj 





„ Profit 

15,000 


iTXai 






ES3 

71.000 

19.000 


90.000 
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Closing stock would be as follows 

Process A 

Process B 

Less : Reserve 

Rs. 

15,000 

800 

Rs. 

5,000 

14,200 

Finished s*ock 

Less : Reserve 

• 

30.000 

7,280 

22,720 

41,920 


Working Notes 

(!) Cos. of closing s.ock has been calculated as unto- 
In process A, closing stock has been valued at. R»- . 

does no. include any profit since th.s valuation is a. cost 

In Process B, closing stock has been. valued ^^*.^15,000 

(at prime cost), but here some amoun o p f d to process 

because the goods from Process A have ^en transterrea^^o ^ Qf 

TSa t 

Therefore, the cost of closing stock shall be— 

Rs. 71,000 xRs 15,000 i.e. Rs- 14,200. 

Rs. 75,000 
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The remaining Rs. 800 shall be the amount of reserve for 
unrealised profit. 

» ? tock A / c ' closin 8 stock has been valuW at 

Ks - ^,U00, which also includes a portion of profit not realised. The 
actual cost in Finished Stock A/c is Rs. 56,800, though the goods 
havre been transferred at a value of Rs. 75,000. Therefore, the cost 
of closing stock shall be — 

Rs! 75*000 XRs * 30 ' 00 ° i e - Rs 22 - 720 - 


(2) Profit of 20% on cost of Rs. 20,000 (Rs. 25,000-Rs. 5,000) 
has been taken in Process A. 

of 2°% on transfer price i.e. 25% on cost of Rs. 60,COO 
(Rs- 75,000—Rs. 15,000) has been taken in Process B. 

Alternatively, the aocounts may be prepared as follows: 


PROCESS A ACCOUNT 


Part iculars 

Amount 

Particulars 

Amount 

• 

To Materials 

To Labour 

To Profit 

ilgaoTtvil 

By Closing Sti ck 

By Transfer to Process B 

Rs. 

5.000 

24.000 



• 

_29.000 


1 


1 


PROCESS B ACCOUNT 


Particulars 


Particulars 

Amount 

To Transfer from Process A 
To Materials 

To Labour 

To Profit 

Rs. 

24.000 

30,000 

21,000 

15,000 

By Closing Stock 

By Transfer to Finished 
Stock A/c 

Rs. 

15.000 

75.000 

90,000 

90,000 



FINISHED STOCK ACCOUNT 


Particulars 

Amount 

Particulars 

Amount 

To Transfer from Process B 

To Profit 


By Closing Stock 

By Sales 

Rs. 

30,000 

60,000 


90,000 

=- 




















PROCESS COSTING 


391 


Total profit shown— 

Process A 
Process B 
Finished Stock 


Rs. 4,000 
Rs. 15,000 
Rs. 1J.000 

Rs. 34,000 


However, this cannot be taken as the true profit of t J? e 

as a whole. Goods have been transferred from Process A . 

from Process B to Finished Stock at a profit. Therefore, th® clowng 
stocks of Process B and Finished Stock accounts contain some un 
realised profit. Adequate provisions for this unrealised pron 
be made in the accounts. 

Calculation of Reserve for Unrealised Profit : 

Process B : Stock of this process has been valued at prime 

cost, which consists of— _ 0 . 

Product received from Process A J s * n 

Material & Labour in Process B 

Rs. 75,000 

Stock of this process, therefore, consists of ^qqO t ^ G ^ r °" 

duct from Process A. A profit of 20% on cost has’been charged in 
case of Process A. Therefore, the amount of provision required 1 


Rs. 15,000 x 


24,000 20 


Rs 800 


75,000 120 

Finished stock : The unsold stock consists of products of 
processes A and B. Process B has charged a profit of 20 / 0 on trans er 
price. 

The provision for unrealised profit, therefore, should be a sum 

of ( Rs. 30,000X i.e. t Rs. 6,000. The cost of this stock in 

Process B was Rs. 24,000 (Rs. 30,000—Rs. 6.000) Stock in Process 
B consists 24/75 of Process A and the profit included therein is zu / 0 
of cost. The provision for unrealised profit therefore, be 


Rs. 24.000 xfW-X 


20 


120 


Rs. 1,280. 


Unrealised profit in finished stock = Rs. 6,000+Rs. l,280=Rs. 7,280 
Total Reserve for unrealised profit : 

Rs. 

Process B 800 

Finished stock 7,280 


8,080 


Actual Profit Rs. 34,000—Rs. 8,030=Rs. 25,920. 

Illustration 112 

The Shri Ram Chemicals Works manufactures a chemical 
which passes through three processes before completion. The 
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processes are A, S and C. The following data are available front the 
costing records relating to the yearemiing on D^embet 31. c 

n Q r RS . 


Rs. Rs- Rs - 

Opening stock of Nil 

work-.n-progress W ^00 1,000 

Stockln'each process has'i^n valued Z factory cost ,o the 
process. , „ 

The output of each process is charged to the ~he 

price calculated to give a profit of!20% on the the 

output to process C is also charged to Finished Sto k 

5ame ^J^stock of finished goods in hand on 31st Dec., 197tt was 
Rs. 2.d00. The rest were sold for Rs. 18,000. 

' You are required to prepare the process accounts. 

Solution 

Process A ____ _ 


Particulars Total 


Profit I! Particulars Total Cost Profit 



By closing 
stock 

By Transfer 
to Pro¬ 
cess B 


1.000 



.PROCESS B 


Particulars 1 Total Cost Profit Particular Total C 


To Transfer 
from Pro¬ 
cess A 

„ Materials 
consumed 

„ Labour 
and over¬ 
heads 


Profit 



By Closing 
Stock 


2.000 1,300 


By Trmsfcr 

cts^C 10.000 7.200 


2;S00 
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PROCESS C 


Particulars 

Total 

r 

Cost 


mi 

HI 


- 

To Transfer 
from Pro¬ 
cess B 

„ Materials 
consumed 

„ Labour 
and over¬ 
heads 

.. Profit 

Rs. 

10,000 

1,000 

4.000 

3 

Rs. 

2,800 ' 

• 

By Closing 1 
Stock 

By Finished 
stock A/c 

I 

IV5. 

3,000 

15,000 

2,440 

9,760 

560 

5,240 

15,000 

3,000 

12,200 

2.800 

3,000 

18,000 

| 12,200 

5.800 

■ 1*01* 

12,200 

5,800 



J _ !-- 

FINISHED STOCK ACCOUN' 

■HU 



Particulars 

Total 

Cost 

Profit 

Particulars 


m 

Profit 

Rs. 

To Transfer 
from Pro¬ 
cess C 

„ Profit 

Rs. 

15.000 

5,000 

Rs. 

9.760 

Rs. 

5,240 

5,000 

By Closing 
stock 

By Sales 

K.S. 

2.000 

18,000 

1.301 

8,459 

699 

9,541 

20,000 

, 9.760 | 10.240 

20.000 

| 9,760 

10,240 


Total 

actual 

profit fc 

»r the ye 

-ii 

ar is as follows : 

Rs. 


1,000 


Process A 

Process B 

Less : Reserve for unrealised 

profit 

Rs. 2,000 

200 

1,800 

Process C 

Less : Reserve for unrealised 

profit 

Rs. 3,000 

560 

2,440 

Finished Stock 

Less : Reserve for unrealised 

profit 

Rs. 5,000 

699 

4,301 


Rs. 9,541 


In Balance Sheet, Closing stock would appear as follows : 


Rs. 


P roc css A 
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Process B 
Less: Reserve 

. Process C 
Less : Reserve 

Finished Stock 
Less : Reserve 
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Rs. 

2,000 

200 

1,800 

Rs. 

3,000 

560 

2,440 

Rs. 

2,000 

699 

1,301 



Rs. 6,541 


Working Notes 

Cost of closing stock has been calculated as under— 
Rs. 9.000 


Process B : 


Process C 


Rs. 10,000 
R s. 12.2 00 
Rs. 15,000 


X Rs. 2,000=Rs. 1,800 
X Rs. 3,000—Rs. 2,440 


Finished Stock : 


Rs. 9,760 


X Rs. 2.000=Rs. 1,301 


Rs. 15,000 

Illustration 113 

A product passes through three processes before it is completed 
and transferred to finished stock. From the ftllowiag data rfclaiing 
to the month of January 1979, prepare process accounts. 

Finished 
Stock 
Rs. 
2,000 



Process 

Process 

Process 


1 

11 

111 


Rs. 

Rs. 

Rs. 

Opening Stock 

500 

800 

1,000 

Direct Material 

4.0C0 

1.200 

1,500 

Direct Labour 

^ 3.500 

4.000 

3,500 

Factory Overheads 

2.000 

2.400 

2.000 

Closing Stock 

1,000 

400 

1,500 


3,000 

Output of Process I to Process II, of Process II to Process III, 
of Process III to finished stock account, is transferred at a profit of 
25%, 20% and 10% on transfer price, respectively. 

Each process stock has been valued at Prime Cost. 

Finished stock has been valued at a price at which it was 
received from Process III. 

Sales amounted to Rs. 40,000. 

Provisions for internal process profits on Jan. 1, 1979 were as 
follows— 

Rs. 

Process II 140 

Process III 270 

Finished Stock 650 


1,060 
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Solution 


PROCESS I ACCOUNT 



Total 

Cost 

Profit 


Total 

Cost 

Profit 


Rs. 

Rs. 

Rs. 


Rs. 

Rs. 

Rs. 

To Opening 




By Transfer 

12.000 



Stock 

To Direct 

500 


— 

to process 11 




material 
To Direct 

4,000 


— 





labour 

3,500 


— 






8,000 

8,000 

_ 





Less : Closing 







Stock 

1,000 

1,000 

— 





Prime Cost 
Factory over¬ 

7,000 

7,000 

— 





head 

2,000 

IKUij 

— 





Process cost 
Profit (25% 

9,000 







on transfer 
price) 

3,000 


3,000 






12.000 

KAaI 

3.000 




3.000 


| | I 


f 1 _ 



PROCESS II ACCOUNT 



Total 

Cost 

Profit 

i- 

Total 

Cost 

Profit 

To Opening 

Rs. 

Rs. 

Rs. 

By Transfer 

Rs. 

Rs. 

Rs. 

stock 

800 

660 

140 

to pro¬ 




To Transfer 




cess III 

25,000 

16,930 

8,070 

from pro¬ 
cess 1 

12,000 


3,000 





To Direct 





material 
To Direct 

1,200 


— 





labour 









18,000 

14,860 

3,140 





Less : Closing 





stock c/d 

400 

330 

70 





Prime cost 
To Factory 

17,600 

14,530 

3,070 





overhead 

2,400 

2,400 

— 





Process cost 
Profit (20% 



3,070 





on transfer 
price) 


■ 







25,000 

16,930 

8,070 


Ed 

16,930 


/r—i 





_ \ 
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PROCESS III ACCOUNT 


To Opening 


To Transfer 
from pro¬ 
cess II 
To Direct 
material 
To Direct 
labour 


Less : Closing j 

stock 1,500 1,09 7 I 40* 

Prime cost 29,500 21.563 7,937'; 


Total Cost Profit | 

Rs. Rs 
1,000 730 

25,000 16,930 I 8,070 |! 

1.500 1.500 

3.500 _3j00_— 

31,000 22.660 8.340 


Total Cost Profit 


By Finished 


account| 35 


oserhead 

2.0'0 

2.0C0 

— 

Process cost 

31,500 

23.563 

7.937 

Profit (10% 
on transfer 
price) 

3,500 

— 

3,500 

35.000 

23.563 

11.437 


FINISHED STOC*. ACCOUNT 




To Opening 
stock 

To Transfer 
from pro¬ 
cess III 


Less : Closing 
stock 


Rs. Rs. Rs. SaUs 40,000 22,893 17,107 

2.000 1,350 650 , 

i 

35,<00 23,563 11,437 » 

37,000 24.913 12,087 j 

3,000 2,020 Q80 j 

34.000 22,893 11.107 j, 


Profit 


6,000 I - 


6,000 


40.000 1 22,893 j 17,107 


40.000 22,893 


"Toiaipi^f\77o7Themonth of January 19 M^ToUows 

3.000 

S toc ' ss J, Rs. 5,000 


Process I 

Process II . . 

Add-decrease in provision 
for profits 


5,070 








PROCESS COSTING 


397 


Process III 


Rs. 3,500 


Less—Increase in 
for profits 

provision 

133 

3.367 

Finished stock 
Less— Increase in 
for profits 

provision 

6,000 

330 

5.670 




Rs. 17,107 


In Balance Sheet, stocks will appear as follows 



Rs. 

Rs. 

Process I 


1,000 

Process II 

400 


Less —Provision 

70 

330 

Process III 

1,500 


Less— Provision 

403 

1.097 

Finished stock 

3,000 


Lew-Provision 

980 

2.020 

Rs. 4,447 


Working Notes 

Cost of closing stock in each case has been calculated as 
follows — 


Process 2 : 

14,860 

18,000 

Process 3 : 

22,600 

31,000 

finished stock : 

24,913 

37,000 


x 400=Rs. 330 


x l,500=Rs. 1,097 


x 3,000=Rs. 2,020. 


QUESTIONS 


THEORETICAL 

1. Describe briefly the method knowo as Process Costing, stating four 
types of manufacture which would be suitable for its application. A description 
of the method of dealing with by-products is not required. 

2. In a manufacturing concern having several departments the finished 
product of one department becomes the raw material for the next department. 
Would you advocate inclusion of profit in transfer price of materials transferred 
from one process to another ? What would be the effect of this in the profit and 
los* account of the manufacturing concern as a whole ? 

(C.A. Final) 


3. Define and explain the terms “Joint-products and By-products”. 
Enumerate the method, which' may be employed in costing “Joint- 

Pr0dUC,S ”- {C.A. Final) 
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4. Explain normal wastage and abnormal wastage and state how they 
should be dealt with in Process Cost Acceunts. 

( C.A . Inter ) 

PRACTICAL - 

5. From the undermentioned figures prepare process accounts indicating 
the cost of process and the total cost. The production was 480 articles per 
week. 


Process I 
Rs. 
3,000 
1.600 
520 


Process II 
Rs. 
1,000 
4.000 
1,440 


Process III 
Rs. 

400 

1,200 

500 


Process 

Process 

Process 

A 

B 

C 

Rs. 

Rs. 

.Rs. 

30,400 

12,000 

29,250 

5,600 

5,250 

6,000 

36,000 

37,000 

48,000 


units 

units 


4,000 

16,500 


1,000 

5,500 


Materials 
Labour 
Overheads 

Indirect Expenses amounting to Rs. 1,700 should be apportioned on the 
basis of wages. Ignore stock in hand and work-in-process at the beginning and 
end of the week. 

(Ans. I. Rs. 5,520 ; II. Rs. 12,960 ; 111. Rs. 15,360] 

6. From the following figures show the cost of three processes of manu¬ 
facture. The production of each process is passed on to the next process imme¬ 
diately on completion. 


Wages and materials 
Works overheads 
Production in units 
Stock (Units from preceding 
process—1st July, 1979) 

Stock (Units from preceding 
process—31st July, 1979) 

(Ans. Cost per unit of finished goods Rs. 2 25] 

7. (a) The Neodrug manufacturers process a product 'plant food* through 
three distinct processes, the product of one process being passed on to the next 
process and so on to finished product intact. 

Raw materials, labour and direct exoenses incurred on each of the pro¬ 
cesses arc given below : 

Particulars Process A 

Rs. 

Raw Materials 1,000 

Labour 500 

Direct expenses 150 

The overhead expenses for the period amounted to Rs. 3,600 and is to be 
distributed to the processes on the basis of labour wages. 

There were no stocks in any of the processes at the beginning or at the 
close of the period. Ignore wastages. 

Assuming that the output was 1.000 kilos, show the process accounts A , 
D and C indicating also the unit cost per kilo under each clement of cost and the 
output in each process. 

(6) If 10% of the output is estimated to be lost in the course of sale and 
sampling what should be the selling price per unit (correct to two decimal places) 
so as to provide for gross profit of 33 J% on selling price. 

[Ans. Cost of Process—^1—Rs. 2-65 per Unit 

B-Rs. 5-50 
„ C-Rs. 8-30 

Sclliog Price Rs. 13‘83 per Unit] 

8. 600 kgs. of a material was charged to Process I at the rate of Rs. 4/- 
per kg. The direct labour accounted for Rs. 200 and the other departmental 
expenses amounted to Rs. 760. The normal loss is 10% of input and the net 


Process B 

Rs. 

800 

600 

250 


Process C 

Rs. 

200 

700 

500 
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production was 500 kgs. Assuming that process scrap is saleable at Rs. 2/- per 
kg., prepare a ledger account of process 1 clearly showing the values of normal 
and abnormal loss. ,^'d* 

(Ans. Normal loss Rs. 120, Abnormal loss Rs. 240, 
Transfer to process II Rs. 3,000) 

9. A product passes through two distinct processes A and B and then to 
finished stock. The output of A passes direct to B and that of B passes to finish¬ 
ed product. From the following information you are required to prepare process 
accounts. 




Process 

Process 



A 

B 



Rs. 

Rs. 

Material Consumed 


12,000 

6,000 

Direct Labour 


14,000 

8,000 

Manufacturing Expenses 


4,000 

4,000 

Input in Process A (Units) 

10,000 



Input in Process A (Value) 


10,000 


Output (Units) 

9,400 

. 8,300 


Normal wastage (percentage of input) 

5% 

10% 

Value of normal wastage (per 100 units) 8 

10 


No opening of closing stock is held in process. 

(Madras B. Com. adapted) 
[Ans. Output Cost—>4 : Rs. 39 539; B ; Rs. 56359) 

10. Mandex Ltd. process a patent material used in building. The material 
is produced in three consecutive grades namely Soft, Medium and Hard. Figures 
relating to production for the first 6 months of 1979 are as follows :— 


Process / 
1,000 tonnes 
Rs. 200 
Rs. 72,500 
5% 

50 tonnes 
Rs. 350 


Process 2 


Process 3 


Rs. 40,800 
10 % 

30 tonnes 
Rs. 500 


Rs. 10,710 
20 % 

51 tonnes 
Rs. 800 


selling expenses Rs. 10,000 and 


Raw Material used 
Cost per tonne 

Manufacturing wages and etpeascs 
Weight lost 

Scrap—sold at Rs. 50 per tonne 
Sale price per tonne 

Management expenses were Rs. 17,500 
interest on borrowed capital Rs. 4,000. 

Two-thirds of Process / and one-half of Process 2 arc passed on to the 
next process and the balances are sold. 

You are required :o prepare a cost statement in a form suitable for pre¬ 
sentation to the directors at their next board meeting when the production policy 
of the company will be discussed. 

(Andhra & Delhi B. Com. adapted) 
[Ans. Co»t—No. 1 —Rs. 2.70,000 ; No. 2-Rs. 2,19,300 ; No. 3-Rs. 1,17,810 ; 

Total Profit Rs. 5,940). 

[Hint. Treat weight lost as a normal loss, management expenses etc. have 
to be met against the total profit.) 

11. The finished product of a factory has to pass through three processes. 
<A, B and C). The nor m* wastage of each process is 2% in A, 5% in B and 
10% in C. Tae percentage o; waste is computed on the number of units entering 
eacn process. 

The scrap values of wastage of processes A, B and C are Rs. 10, Rs. 40 
and Rs. 20 per 100 units respectively. 

The output of each process is transferred to the next process and the 
finished products are transferred from process C into stock. The following further 
information is obtained :— 

Process A Process B Process C 
Rs. Rs. Rs. 

12,000 4,000 4.000 

8,000 6,000 2,000 

2,000 4.000 2,000 


Materials consumed 
Direct labour 
Manufacturing expen ses 
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20,000 units were put into process A at of , JljJLflllE? 

of each process has been : ,4-19.600 units. £-18,400 units and C-16,700 units. 
There was no stock of work-in-progress in, any process. 

P,eparC ,he [ ^ e “pr a S-Rs. 37,960 ; B—Rs. 50,959 ; C-Rs 61.120) 

12. The product of a manufacturing company passes through two pro¬ 
cesses A and B and then two finished stock. It is ascertained thatprocess 
5% of the total weight put is lost and 10% is scrap which from processes A and 
B realises R.. 80 per tonne and Rs. 200 per tonne respectively. 

The process Gguress are as follows 


Process A 
1.000 
125 
18.000 
6.000 


Process B 
70 
200 
12.000 
6,000 


Materials consumed in tonnes 
Cost of materials per tonne in rupees 
Wages in rupees 

Manufacturing expenses in rupees . 

e « P £EnS“ ACC0Un,S - Sh0WiDB ,he ^cu'B°Com. 
nrocess and cost per tonne. ' _ . ' ' 

t Ans. Cos, of output A : R£ I £ £““* £. 

17 Baioai Manufacturing Company's Product passes through two distinct 
processes A and B, and'then to Fin,shed Stock. It is known from past experience 

that wastage occurs in the processes as under . _ 

In process A. 5% of the units entering the pram. 

In process B, 10% of the units entering the process. 

The scrap value of the wastage in process A is Rs. 16 per 100 units and 
process B is Rs. 20 per 100 units. 

The process figures are ^ B 

Rs. Rs. 

Materials consumed 6.000 3.000 

Wages .’(wv 2000 

Manufacturing Expenses 2^00 . 

5 000 units were brought into Process A, costing Rs. 5,000. 

The outputs were:- 4.700 units. 

Process B 4,150 units. 

Prepare ^Process Cost Accounts showing the cost of the output 

(Ans. Cost of cutput-Process 4 : Rs. 19.750 process B 


Rs. 28.1141 


14. A*product passes^through three processes X t Y and Z. The normal 
wastage of each processes is as follows : 

Process ^-3%. Process T-5% and Process Z-8 /o. 

Wastage of Process X was sold at Rs.2'50 penan.i, that of Process 
Rs. 5 00 per unit, and that of Process Z a, Rs. 8 50 per unit. 

10.000 units were issued to Process X in the begmmn, of July, 
cost of Rs. 100 per unit. The other expenses were as follows . 


1978 at 


Process 
X 
Rs. 

Sundry Materials iS'nno 

Labour 5 £,000 

Direct Expenses lu ’*~ 

Actual output was : Process X 9,500 units 

atocks.^AUwgi^A^orma'l^astage'and'^Abnorma'r^Bc^ncy^^^unts-/^^”* 

[An*. Cos, of out put-Process X Rs. 10.47.643 ; £ Rj i2.09.OT2i 


Process 
Z 
Rs. 
5.000 
65.000 
20,090 

Process Y 9,100 units and 


Process 

Y 

Rs. 

15.000 

80.000 

15.895 
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15. XYZ Company has a single process— 

Work-in-process (opening) 8,000 units. 

Cost : Material Rs. 29,600 
Wages Rs. 6.600 
Overhead Rs. 5.800 

During the period the input was 32,000 units. 

Additional costs were : material Rs. 1,12,400; wages Rs. 33,400 ; over¬ 
head Rs. 30.200. 

At the end of the year 2&.000 units were fully processed and 12,000 units 
were in process. The value of the closing stock includes the full cost of materials 
and only one-third of the cost of wages and overheads. 

Tabulate the production and cost figures to give quantities, unit value, 
total value of completed output and detailed values for the closing worpin- 
process. ( C.A . Inter 


[Ans. Rate per completed unit as regards material Rs. 3‘55 per-unit, 
as regards wages Rs. 1*25, as regards overheads Rs. 1*125.] 

[Hint : Apply Average Method.) 

16 From the following data of Kiran Processing Industry Ltd., calculate 
(a) Equivalent Production, (b) Cost per unit of Equivalent Production and 
(c) Cost of units completed and awaiting completion : 

Humber of units introduced in the process 
Number of units completed and transferred to 
next process 

Number of units in process at the end of the 
period 

Stage of completion : 

Materials 

Labour 70% 

Overheads - 70% 

Normal process loss at the end of the process 
Value of scrap Re. 1 per unit 

Value of raw materials Rs. 7,480 

Wages Rs. 10.680 

Overheads Rs. 7,120 

(Andhra B. Com.) 

(Ans. : (a) Material 3640 ; Labour 3,560 : Overhead 3,560 units ; 

( b) Rs. 2, Rs. 3 and Rs. 2 respectively (c) Rs. 21,000 ; Rs. 4,080.] 
17*. The following details relate to an intermediary process ia i 

factory 


80% 


4,000 

3,000 

000 


200 units. 



% Degree of 
Completion 

No. of 
Units 

Opening work-in-Progress : 


300 

(a) Material 
ib) Labour 

Sg 


(c) Overheads 

Transfer from previous process 


3.800 

Process material added 



Direct wages 

Overheads 



Transfer to next process (finished; 100% 

3,500 

Closing work-in-Progress 


600 

(a) Material 

100% 


(6) Labour 

80% 


(c) Overheads 

80% 



Prepare; 

(а) Process Cost accounts for the intermediary process. 

(б) Statement of equivalent units (On FIFO basis) 


Cost 

Rs. 

12,300 


1,36,800 

7,900 

37,400 

14,960 



402 


omn ACCOUNTING 


(c) Statement of distribution of Cost on ibe basis of equivalent units. 

[Ans. Equivalent Units : Material (i) 3,800 units ; Material (//) 3950, 
Labour and overheads 3,740 units each. Cost per unit—Materials 
(0 Rs. 36, Materials (i7) Rs. 2; Labour—Rs. 10 ; Overheads 
Rs. 4. Total Cost Rs. 52, Value of closing work-in-progress 
Rs. 29.520. Transfer price to neat process units 3,500 at 
Rs. 1,79,840]. 


18. A work order passes through two distinct processes. The product of 
:he first process less wastage and by-product, becomes the raw material for the 
' second process. All by-products are sold off direct from the factory. 

The following information is obtained from the factory records : 


Raw Materials 
Wages 

Factory overhead 
Wastages 

Sales of by-products after 
further processing 


First Process 
1,000 tonnes at 
Rs. 30 a tonne 
Rs. 25.000 
80 % of wages 
10 tonnes 
190 tonnes at cost 
plus 20% 


Second Process 


Rs. 20,000 
75% of wages 
15 tonnes 
85 tonnes at cost 
plus 25% 


Give the Ledger Accounts for the first and second processes, showing at 
each staac the cost of the product and the profit on the sale of the by-products. 
[Ans. / Process—Cost Rs. 75-76 per tonne ; // Process-Rs. 12179 per 

tonne] 

(Hiot: Credit process accounts with the cost of by-products since they 
are of considerable value.) 

19. A particular brand of phenyle passed through three important 
processes. During the week ended 15th January. 1979, 600 gross of bottles are 
produced. The cost books show the following information : 


Process 

Process 

Process 

(1) 

(2) 

(3) 

Rs. 

Rs. 

Rs. 

4.000 

2,000 

1,500 

3.000 

2,500 

2,300 

600 

200 

500 

Nil 

2.030 

Nil 

Nil 

Nil 

325 


Materials 
Labour 

Direct Expenses 
Cost of bottles 
Cost of corks 
The indirect expenses for the period were Rs. 1,600. 

The by-products were sold for Rs. 240 (process 2). The residue sold for 
Rs. 125-50 (process 3). 

Prepare the account in respect of each of the process showing its cost and 
cost of production of the finished product per gross of bottles. 

[Ans. Cost per gross of bottles : Rs. 13*69—(1) ; Rs. 25 36—(2) Rs. 33.65 —(3) 
(Hint: Allocate indirect expenses in the ratio of labour.) 

20. The following details are extracted from the costing records of an 
oil mill for the year ended 31st March, 1979 : 


Purchase of 500 tonnes copra 


Cost of Labour 
Electric power 
Sundry materials 
Steam 

Repairs of machinery 
Factory expenses 
Cost of casks 


Crushing 

Refining 

Rs. 2,00.000 
Finishing 

Rs. 

• Rs. 

Rs. 

2.500 

1,000 

1,500 

600 

360 

240 

100 

2,000 

— 

600 

450 

450 

280 

330 

140 

1.320 

660 

220 



7,500 
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300 tonnes of crude oil were produced. 

250 tonnes of oil were produced by the refining process 

248 tonnes of refined oil were finished for delivery. 

Copra stacks sold for Rs. 400. 

175 tonnes of copra residue sold for Rs. 11.000. 

Loss in weight in crushing 25 tonnes. 

45 tounes of by-products obtained from re6ning process Rs. 6,750. 

You are required to show the accounts in respect of each of the following 
stages of manufacture for the purpose of arriving at the cost per tonne of each 
process and the total cost per tonne of the finished oil 

(a) Copra crushing process. (ft) Refining process. 

(c) Finishing process including casking. 

[Ans. Cost per tonne : (a) Rs. 646 67 ; (ft) Rs. 768 20; (e) Rs. 814 921 

(including casking). 

21. A factory is engaged in the production of a chemical X and in the 
course of its manufacture a by-product Y. is produced, which after a separate 
process has a commercial value. For the month of January 1979, the following 
are the summarized costing data: — 

Joint Expenses 


Separate Expenses 

x y 

Rs. Rs. 

7,360 /80 

7,680 2,642 
1,500 544 

49 tonnes of Y and 


Rs. 

Materials 19,200 

Labour 11,700 

Overhead 3,450 

The output of the month was 142 tonnes of X and 
the selling price of Y averaged Rs. 280 per tonne. 

Assuming that the profit on Y is estimated at 50% of the selling price, 
prepare an account showing the cost of X per tonne. 

(Rofuak B. Com.) 

[Ans. Cost of X per tonne Rs. 338 ; of Y Rs. 140 per tonne] 

22. Product X yields by-product Y and Z. The joint expenses of manu¬ 
facture are : Miterial* Rs. 10.000, Labour Rs. 8.000, Overhead Rs. 9,000 'Total 
Rs. 27,000). 



X 

Y 

z 


Rs. 

Rs. 

Rs. 

Material 

2,000 

1,600 

1,800 

Labour 

2.400 

1,400 

1.700 

Overhead 

2.600 

1,000 

1.500 


7,000 

4,000 

5,000 

The selling prices are 

The estimated profits on 

Rs. 42.000 

20,000 

18,000 

Sales are 

50% 

50% 

334% 


Show hov you would apportion the joint expenses of manufacture. 

[Ans. : Share in joint expenses Rs. 14,000 ; Rs. 6,000 ; Rs. 7,000]. 

23. Two by products X and Y are produced in the course o f manufacture 
of product A. Their expenses are as follows : 

Joint Expenses Subsequent Expenses Separate Expenses 




A 

X 

Y 


Rs. 

Rs. 

Rs. 

Rs. 

Material 

800 

200 

100 

80 

Labour 

1,000 

300 

125 

100- 

Overhead 

600 

300 

100 

192 



— — 

— 

. .. 


2.400 

800 

325 

372 
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Selling Prices are : A- Rs. 3.000, X— Rs. 1.000 and Y— Rs. 800. The 
estimated profits are 20%, 17-5% and 16% on ihc turnover respectively. Prepare 
separate accounts showing the cost of each product. 

[Ans. Cost of product A— Rs. 2,400 ; X— Rs. 825 ; Y— Rs. 672 
Share of joint expenses A— Rs. 1,600 ; AT—Rs. 500 ; Y— Rs. 300] 

24. The product of Vikram Manufacturing Co. passes through two pro¬ 
cesses to completion. These processes arc known as A and B. After leaving 
process B the product is passed to Finished Stock. 

The output of Process A is charged to Process B at a profit of 20% on the 
transfer price. The output of process B is charged to Finished Stock on a similar 
basis. 

At 31st December, 1978, the following information with regard to the 
processes is ascertained. 



Process 

Process 


A 

B 


Rs. 

Rs. 

Stock on 1st January, 1978 

1,100 

1,500 

Materials consumed 

14,500 

6,075 

Direct Labour 

11,400 

16,000 

Overheads 

8,180 

3,500 

Stock on 31st Dccembrr, 1978 

1,800 

2,800 


Finished product in stock on 1st Jan., 1978 was valued at Rs. 1,000 and at 
31st Dec., 1978 at Rs. 1,500. 

Sales amounting to Rs. 95,000 were effected during the year. 

All process stocks have been valued at prime cost to the process concetncd. 
Show the Process Accounts, Finished Stock Account, and ascertain tho total pro¬ 
fit ignoring reserve for unrealised profit. 

lAns. Total Profit Rs. 37,845] 

25. The manufacturing operations of J.K.. Ltd. involvc threc distinct 
processes in connection with the same unit. The output of Process P is charged 
to Process Q at a profit of 25% on cost, and the output of Process Q is charged to 
process R on similar basis. The completed product is transferred into stock at a 
price which gives process R a profit of 25% on transfer price. From the following 
particulars prepare Process Cost Accounts and Finished Goods Account. Stock 
in each process has been valued at prime Cost. 


Process 

P 

Q 

R 


Rs. 

Rs. 

Rs. 

Materials consumed 

14,000 

21.000 

7,000 

Labour 

21,000 

14,000 

28,000 

Closing stock 

7,000 

14,000 

21,000 


Sales Rs. 1,26,000 

Closing stock of finished products amount to Rs. 14,000. Show also the 
actual realised profit to be taken to the credit of the Profit and Loss Account 

[Ans. Unrealised Profit—Process Q Rs. 1,400 ; Process R Rs. 3,920 
Finished Stock Rs. 5,460 ; Total actual realised profit Rs. 66,220] 

26.• Cheap Sweets Ltd. divides its manufacture into two processes, A 
and B. After leaving process A, the product is passed into finished stock. 

f he output of process A is transferred to Process B at a price which gives 
Process A a profit of 25% thereon, and the output of Process B is transferred to 
finished goods at a price which gives Process B a profit of 20% thereon. 

The following information is provided in respect of the year ended 31st 
December 1978. 
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Process 

Process 

A 

B 

Rs. 

Rs. 

3,200 

2.000 

6,400 

2.700 

12.500 

8,500 

2,500 

1,700 

2,100 

900 


Stock on 1st January, 1978 
Materials used 
Direct Labour 
Overhead 

Stock on 31st December. 1978 

Process stocks consist of products which have passed through the process 
completely and are valued at prime cost to the process concerned. 

Finished goods were in stock on 1st January. 1978 to the value ot 
Rs. 10.200 and on 31st December, 1978 to the value of Rs. 6.200. Both itne 
opening and closing stocks were valued at the price at which they 
ferred from process B. 

Sales amounting to Rs. 68.400 were effected during the year, and included 

all the goods in stock at the beginning of the year. 

The Reserves on 1st January, 1978 for unrealised profit included in stock 
valuations were : Process f#-Rs. 350 ; Finished Goods Rs. 3,430. 

Prepare the Process Accounts. Finished Goods Account and Tradins 
Account for the year ended 31st December, 1978. a/ c - 

[Ans. Profit : Process A Rs. 7.500 ; Process B Rs. 11.000 Trading A/c 
Gross Profit Rs. 9,400. 

Reserve lor unrealised profit in the closing stock Piocoss B - 
Rs. 164 ; Finished Goods-Rs. 2,103} 

27*. Besto-bell limited manufactures a single product 
passes through three processes before it is completed and transferred to finished 
stock. From ihe following data, prepare the process acs aunts. determine .me 
gross profit and calculate the value of closing stock for Balance Sheet purposes 

Process l Process II Process III 

36,000 30.000 


Items 

Opening stock* 
ClosiDg stock* 
Direct material 
Direct labour 
Production overhead 


6.000 


18,000 

60.000 

31,500 

75.000 


96.000 

1 . 20.000 

1,50,000 

75,000 


From process I to process II 
From process II to process III 
Frocess III to finished stock 


15,000 
39.000 
30.000 
30.000 
i*At prime Cost) 

Inter-process transfers of output included profits at the following rates : 

(On transfer price' 

20 % 

25% 

10 % 

Inter-process profits included in the opening stock were : 

In process II 6,000 

In process III 

In finished stock 30.000 

Finished stock : 

Opening balance £J*OW 

Closing balance . 

Sales 9.00,000 

{C.A. Final O S. May 1978 

Uurealised profit, on stock in Process V. Rs. 2,137, Process III Rs. 
18,450, Finished Goods stock a/c Rs. 26,437. Total Actual Profit 
Rs. 3,67,876). 


(Ads. 
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Costing 


TV? Inst !. tme of G° si and Management Accountants, England 
defines operating cost 0 as “the cost of providing a service . 0 
Services performed may be internal or external. Services are term¬ 
ed as internal where they have to be performed on inter-departmen¬ 
tal basis in the factory itself e g., supplying power, gas or electricity 
from a factory’s own power-house, catering from the factory’s 
canteen ; supplying steam raised from the boiler house, repairing 
necessary items by the repair and maintenance department etc. 
Services are termed as external when they have to be provided to 
outside parties. Such concerns are service undertakings e g., trans¬ 
port corporations carrying loads of goods or human beings ; electri¬ 
city companies generating electricity or power ; hospitals serving 
patients or carrying out operations ; canteens serving meals or dishes 
of different varieties etc. The method employed to find out the cost 
of rendering a service, either internal or external, is service costing 
or, so to say, operating costing. 

Operating costing is just a variant of unit or output costing. 
The method of computing operating cost is very simple. The 
expenses of operating a service for a particular period are grouped 
under suitable headings and their total is divided by the number of 
service units for the same period, and thus cost per unit of service is 
obtained. The cost for a future period may be estimated on the 
basis of estimated service units and the estimated costs. This will 
help in fixing the price to be charged for the service. Thus the 
principle involved under operating costing is the same as under unit 
costing but they differ in the manner in which costing information 
have to be collected and allocated to cost units. The data about 
expenses are to be classified according to their nature of variability 
moreover, the units of cost may be simple or composite, as 
discussed below. 
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Determination of unit of cost 

•\ proper unit of cost must be selected in order to j g 

cost per. unit of service provided. The selection of P r P , , .^e 

a difficult task and it depends upon the nature of work and tne 
purpose for which cost has to be computed. The uni Y . qqq 
as under unit costing e g., per bed, in case of a 

litres in case of waterworks, per child m case oer cup 

road maintained in case of a road maintenance undertaking, per exp 
of tea or per dish in case of canteen service etc. Bu j. in cenai 
cases, a composite unit of cost is used t g., per . e 

in case of bus companies, which means thecost of c y g 
passenger for a distance of one kilometer. Similarly.. cost per 
quintal-kilometer in case of motor transport means cost of 
the load of one quintal for one kilometer. For electnci > s i 
undertakings, the unit of cost may be kilowatt-hour which - 
the cost of one kilowatt of electricity generated during an *our. 

The following is a list of some of the simple and composite 
units in certain important undertakings : 

Undertakings 

Goods transport P er 


quintal 


Railway or Bus Companies 
Electricity Boards 
Hospitals 


Cost Unit 
tonne-km. or 
kilometer. 

per passenger-kilometer. 

per kilowatt-hour, 
per patient, per bed 
occupied, 
per meal 
per 1,0C0 gallons 


Canteen 

Water supply service 

Illustration 114 

Following are the details regarding transportation of good" by 
a transport company— 

Dates Quantity in 

Quintals 
30 
15 
10 


10-12-78 
12-12-78 
15*12*78 
20.12-78 


Distance in 
Kms. 

50 

100 

60 


20 


70 


If the total cost is Rs. 8.000, calculate cost per quintal-km. 

Solution 


Total quintal-kms carried a»-e 
m 30x50 

1,500 

00 

15x100 «■ 

1.50C 

(Hi) 

10x60 «= 

600 

0v) 

20 x 70 = 

1,400 


Total 

5,000 

Total Cost is 

Rs. 8,000 



Therefore, cost per quintal-km. comes to : 


8,000 

57)00" 


=R*. 1*60 
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Collection ot costing data 

After determining the unit of cost to which the total expendi- 
* u fe k t0 a N° catec *» process of collecting the necessary data 
ibout costs of operating the service is carried over. The data after 
collection are classified under fixed and variable heads so that 
greater control can be exercised over costs. In whatever quantum 
the service is rendered, fixed costs shall not change and the manage¬ 
ment should concentrate over such costs. The expenses which vary 
according to a change in the operating level are grouped separately 
and sometimes such expenses are placed in sub-group like mainten¬ 
ance charges and running expenses so as to have a better idea about 
the cost structure. Costing in some specified undertakings has been 
explained in detail in the following pages. 

TRANSPORT COSTING 

To find out the cost of carrying goods or passenger for a distance 
suitable costing records should be maintained. Firstly, a Log Book 
should be supplied to the vehicle driver who should maintain it 
regularly. A-daily log report or sheet should be filled : n by the 
driver of the vehicle giving necessary details about the journeys or 
trips made. Secondly, a vehicle cost sheet and performance state¬ 
ment should be prepared by the costing department showing details 
about the total and the unit cost, A specimen of the daily log sheet 
is as under : 



LOG SHEET 


Vfhirlr Nn 


Date. 

Licence No. 


Time of starting. 

Driver. 


Time of returning. 


Trip From 
No. 



Time Remarks 



Supplies 

Petrol....... 

Oil. 

Grease etc. 


Time spent 

Driver. 

Conductor. 
Cleaner. 


Time lost 
Traffic Delay.... 

Accidents. 

Loading delays. 


Fib. 54 
























OPERATING COSTING 


409 


This sheet serves as the basis for c f ost *^?v bv^ow burdening 
Idleness of vehicles, under-utilisation of capa a V by f trips e tc. are 
or over-utilisation by extra loading, ^upheatton £ daily log 

avoided if a proper system of checks is enforc 
reports. 

The data may be compiled from the daily rep o^ndcost 
summary and performance statement prepared. Fo PP^ : 
cost sheet, the costs may be sub-divided under iollovv g 

(») or standing charges Whether the vahteto» m 

operation or not such costs shall have to be incurred. n r »he 

such costs are insurance premium, road tax, licence tees, d 

garage etc. Interest on capital if charged should be inc u 
this head. 

( ii ) Maintenance charges. They are in the nature of serr “‘ 
variable expenses e g> repair and maintenance of vehicles, 
tyres and tubes, cost of their retreading ; overhauling ot vc » 
painting etc. 

(lit) Running charges. They are incurred when the vehicle 
is in operation and they vary with the variation in the eve 
operation and thus in fact they are variable costs. r-xamp 
such costs are petrol, oil, grease, part of wages of drivers an 
ductors etc. 

Depreciation is a semi-variable item which depending upon 
the method of charging depreciation may be included under 
running charges. A performa cost sheet is given below : 



harges : 

Insurance 
Road tax 
Licence fees 
Garage rent 
Interest on Capital 
Maintenance Charges: 
Repairs 
Overhauling 
Painting 

' Tyres and tubes 
Garage charges 
Running Costs : 

Petrol 

Oil 

Grease 

Wages of driver 
Depreciation 

Total 



Fig. 55 
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1 . 

2 . 

3. 

4. 

5. 

6 . 


_PERFORMANCE STATEMENT 

Days maintained 
Days operated 
Days idle (1-2) 

Total hours operated 
Total kilometers covered 
Total trips made 
Costs 

Total monthly charges 
Costs per day operated 
Cost per day maintained 
Cost per kilometer 
Ccst per hour 
Cost per trip 


Fig. 56 

The result for a particular period maybe compared with the 
relevant figures for a past period and thus the operating efficiency 

may be measured and judged. 

G a ^°i l ^ e . sa ^ e °f convenience, only two groups can be formed— 
fixed and variable expenses. Maintenance charges may be included 
under variable expenses. 

* " he ascerta * nment °f cost m this way would help in determin¬ 
ing the price to be charged for the service rendered to the depart¬ 
ments as well as to the outside parties using the vehicle. The cost of 
maintaining one vehicle with the other can be compared and simi- 
larly the cost of different forms of transport may also be compared 
and a decision may be taken as to the choice of the form of trans¬ 
port. 

Illustration 115 

Work out in appropriate cost sheet form the unit cost per 
passenger km. for the year 1978-79 for a fleet of passenger buses 
booked by a Transport Company from the following figures extrac¬ 
ted from its books 

5 passenger buses costing Rs. 50,000, Rs. 1,20,000, Rs 45,000, 
Rs. 55,000 and Rs. 80,000 respectively. Yearly depreciation of 
vehicles—20°,,^ of the cost. Annual repair, maintenance and spare 
parts—80% of depreciation. 


@ Rs. 100 each per month 
@ Rs. 60 each per month 
4% on capital. 

@ Rs. 50 each per month 
@ Rs. 400 per month. 

@ Rs. 1,000 per month. 

------- -- @ Rs. 1,000 every six months. 

Realisation by sale of old tyres and tubes— 

@ Rs. 3,200 every six months. 
900 passengers were carried over 1,600 kms. during the year. 

Solution 

Total passenger kms.— 

1,600 x 900-14.40,000 


Wages of 10 drivers 
Wages of 20 cleaners 
Yearly rate of interest : 
Rent of six garages 
Director’s fees 
Office establishment 
Licence and taxes 
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OPERATING COST STATEMENT 


Passcnger-kms. 14,40,000 


Particulars 


Cost per 
passeDger- 

km. 


Rs. 

Rs. 

Annual Fixed Expenses: 

Interest @ 4% on capital costs 1 



14,000 


Rent for six garages @60 p.m. 

3,600 


Directors’ fees 

4,800 


Office establishment 

12.000 


Licence and taxes 

2,000 


Wages of drivers (10 x 12 x 100) 

12,000 


Wages of cleaners (20 x 12 x 50) 

12,000 



Total 60.400 

042 

Annual Variable Expenses : 


048 

Depreciation @ 20% on Rs. 3,50,000 
Repairs and Maintenance Charges 

70,000 

56.000 

•039 

R0% of Rs. 70,000 

Less : Recovery from sale of tyres and tubes 

6.400 

0 129 
•004 

Cost per passenger-km. 


0125 


Illustration 116 

The following were the expenses incurred by a company in 
operating two lorries (for the conveyance of raw materials) and a 
bus (for the conveyance of staff) during a related month : 


MONTHLY COSTS 

Lorry A 

Rs. 

Lorry B 
Rs. 

Bus C 

Rs. 

Drivers* salaries 

110 

115 

120 

Coolie’s wages 

120 

120 

60 

Petrol 

170 

240 

110 

Oil 

18 

25 

20 

Repairs 

150 

150 

100 

Depreciation 

330 

220 

350 

Supervision 

70 

70 

70 

General Garage Overhead 

130 

110 

75 

Road and other taxes 

45 

45 

30 

Other overhead expenses 

35 

40 

20 


1. Presuming that interest is being included in costs. 
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The above vehicles carried the following raw materials and 
passengeis during the month : 

Lorry A 100 tonnes of raw materials 

Lorry B 120 tonnes of raw materials 

Bus C 25 passengers daily for 25 days 


At the same time their respective kms. covered during the same 
period were : 


Lorry A 
Lorry B 
Bus C 


3,000 

4,500 

2,000 


From the above statistics you are required io prepare an oper¬ 
ating cost sheet in summary form for the three vehicles. In addition 
you should briefly explain the units of cost’ which >ou select for the 
purpose of making vour calculations. 


Solution 


OPERATING COST SHEET FOR THE MONTH OF 



Lorry A 

Lorry B 

Bus C 

Particulars 

Amount 

Rs 

Amount 

Rs. 

Amount 

Rs. 

Fixed Expenses : 

Drivers' salaries 

no 

115 

120 

Coolie's wages 

120 

120 

60 

General Garage overhead 

130 

no 

75 

Supervision 

70 

70 

70 

Road and other taxes 

45 

45 

30 

Other overhead expenses 

35 

40 

20 


510 

500 

375 

Variable Expenses : 

Depreciation 

330 

220 

350 

Repairs 

150 

150 

100 

Petrol 

170 

240 

110 

Oil 

18 

25 


Total Cost 

1,178 

1,135 

955 

Tonne-kms./Passenger kms. 



50,000 

Per tonne-km./per Passenger-km. 

0039 

jpa 

•019 


Note : For lorry A and lorry B, the unit of cost is tonne-km.* 
since the lorries Carry' tonnes of raw materials for 
kms. Unit for Bus C is 'passenger-km. since it carries 
passengers for kms. The total no. of units have been 
calculated as under : Lorry A — 100 tonnes X 3,000 
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kms =3,00.000 tonne-kms., Lor'y B ^20 tonnes 
x-4 500 kms =5,40,000 tonne-kms., Bus 
passengers X 2,000 kms. = 50,000 passenger-kms. 

Illustration 117 

The following information has been^secured i for £ '^ e p pU [ r P uck 

of estimating for the year for a se rvice department of a 

!' e r;hre' iC comVa°ny ?£ -tua. costs are used to calculate 

the 1979 rate : — 

E „, g , is* 

department. 

(«) The trucks belonging to the service department represent 
one-quartei of the trucks handled by the garage. 

(iii) Foreman of the garage was paid a salary of Rs. 6,4 
All his time was devoted to the trucks. 

(iv) Heating and Lighting cost of the garage Rs. 3,000. 

(v) Other runnin, expenses (fluctuatmg whh 'he truck opera- 
ting hours) amounted to Rs. 4,800 for the 8 trucks 
department. 

Ml Th, truck, op... »■»«»* fgj d “™ 

year. During the working hours * a £ 1 \ ° As a result of 

hs £3=saes» 

*js .atfrtrtres as? s 

10,000 operating hours. 

(tnii) The estimated repairs over the life of a truck are expec 
ted to amount to Rs. 2,000. 

(tx) Drivers’ wages paid amounted to Rs. 20, or t 

Ill inthe^e 

department of the telephone company. 

Solution 

Total hours 52x50=2,600 

Repairs and Maintenance= 100 hours 
Operating hours per truck 


2.500 1 


1. The closing of garage on account of strike is an abnormal 
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OPERATING COST STATEMENT 

Fixed Expenses : 

Heating and Lighting 

Rent, Insurance etc. • 
Driver’s wages : 

Foreman’s Salary 

(3,000x1/3) 

(21,000x1/3) 

(6,400x1/4) 

P*Ti X'lVa 

Rs. 


• 

29,600 


Expenses per truck 

(29,600 ^ 

3,700 


Rate per operating hour 

/ 3,700 \ 

V%soo) 


1-48 

Variable Expenses : 

Repairs 

Depreciation 

(4,000-400) 

2,000 

3,600 




■m 


Rate per hour 

( 5.600 \ 

V 10.000 / 


0-56 

Other Running Expenses 

(*?-*■••0) 



Rate per hour 

OS) 


0-24 

Total operating rate per hour 
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From the following data relating to two different vehicles A 
and B, compute the cost per running km. :— 


Kms. run. (annual) 

Cost of vehicle 
Road licence (annual) 

Insurance (annual) 

Garage Rent (annual) 
Supervision Salaries 
Driver’s wages per hour 
Cost of fuel per gallon 
Kms. run per gallon 

Repairs & Maintenance per km. 
Tyre allocation per km. 
Estimated life of vehicles 


Vehicle 

Vehicle 

A 

B 

Rs. 

Rs. 

15,000 

6,000 

25,000 

15,000 

750 

750 

700 

400 

600 

500 

1,200 

1,200 

3 

3 

3 

3 

20 kms. 

15 kms. 

Rs. 

Rs. 

1-65 

200 

0 80 

0-60 

,00,000 kms. 

75,000 kms. 


Charge interest at 5% per annum on cost of vehicles. The 
vehicles run 20 kms. per hour on an average. 
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Solution 

STATEMENT OF COST PER RUNNING Km. 


A. Fixed Costs per annum : 
Road licence 
Garage rent 
Insurance 

Supervisory Salaries 
Interest 5% 


Kms. run per aonum 

Fixed cost per km. 

B. Running Cost per km. : x 

Driver’s wages (Rs. 3 per hou r for 20 kms.) 
Fuel cost per km. 

Repairs & Maintenance 
Tyre allocation 

Depreciation (cost-restimated life) 

.*. Running cost per km. 

Total Cost per Running km. (A + B) 


POWER HOUSE COSTING 

Power-house operating cost statement may be prepared after 
accumulating data about the costs of producing the steam and the 
costs of generating the electricity The unit of cost for production ot 
steam may be ‘per lb.’and for generation of electricity per kilo¬ 
watt’. A composite unit of cost may be used i.e. the kilowatt-hour. 
The cost of producing steam shall include the raw material costs e.g., 
coal, water softners etc., labour costs e g. wages paid for stoking and 
coal handling ; and overhead costs e g. storage costs, costs oi 
supervision, repairs and maintenance ; depreciation etc. Besides the 
cost of steam which shall be used for generation of electricity, certain 
additional costs shall have to be incurred for generation e g., wages 
of the operators and other overhead costs as for production of steam. 
For controlling the costs, figures for a particular period may be com¬ 
pared with the figures for a previous period and cumulative costs 
may also be calculated. 

Illustration 119 

From the following particulars prepare a Cost Sheet in proper r 
form showing the total cost and cost per unit of electricity 
generated : 

Rs. 

10,000 

100 



Vehicle A 

Vehicle B 


Rs. 

750 

700 

600 

i,200 

1,250 

Rs. 

750 

400 

500 

1,200 

750 

4.SQ0 

3.600 

15.000 

6,000 

0-30 

0j60 

0 15 

0 15 
1*65 

0 80 

0 25 

0 15 

0 20 
200 

0 60 

0 20 

300 

315 

3-30 

375 




Coal used 
Water 
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Wages for Coal handling 

600 

Wages-Stocking 

900 

Repairs and Maintenance of 
boiler house 

300 

Lubricating oil 

50 

Depreciation of boiler house 

800 

Supervisory Labour 

250 


Total Steam produced 

Steam used for generation of power 


20,000 lbs. 
15,000 lbs. 


The other expenses incurred in the power house are as follows : 

Rs. 

Wages for Operators 900 

Depreciation of generasor and 

other clectricol equipments 700 

Repairs 500 

Supervision charges 400 

Electricity generated 10,000 units 

Solution 

POWER HOUSE OPERATING COST SHEET 

For the Month of. 


Power Station. 

Steam produced 20,000 lbs 


Electricity generated 10.000 units 
Steam used for generation 15,000 ibs. 


Steam Production Costs : 

Direct Material : Coal 
: Water 

Direct Labour : Wages for coal handling 
Wages for stocking 

Overhead : Indirect Materials—oil 

Indirect labour-supervision 
Indirect Expenses-Depreciation 
Repair & Main¬ 
tenance 

Total ... 
lbs. 

Total production of steam 20.000 

Less : kept in reserve . 5^)00 

Steam used for Generation of electricity 15,0001 


Electricity Generation Costs : 

Cost of steam used (15,000 Ibs. x Re. 
Wages of operators 
Depreciation 
Repairs 

Supervision charges 


65, 


Total 


Total cost < 
Rs. 

10,000 

100 

600 

900 

50 

250 

800 

300 

~ost per unit 
Rs. 

i 

■ESS1 

•65 

9,750 

900 

700 

500 

400 

• 

12,250 

1-225 
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Illutratioa 120 


The following cost data pertaining to the year 1978-79 are 
collected from the books of ABC Power Co. Ltd. Prepwe- a cost 
sheet showing the cost of generation of power per unit ol Kwn . 

- - — 15,00,000 units 

Rs. 


Total Units Generated 


Operation Labour 
Plant Supervision 
Lubricants & Supplies 
Repairs & Maintenance 
Administrative Overhead 
Capital Cost 


16.500 
5,250 

10.500 
21,000 

9,000 

1.50,000 


Coal consumed per Kwh for the year is l;5 lbs. and cost of 
Coal delivered to the power sation is Rs. 33 06 per metric tonn . 
Depreciation rate chargeable is 4% per annum and interest on capi- 
tal is to be taken at 7% per annum.. 


Solution 


A. B. C. POWER CO. LTD. 

COST OF GENERATION OF POWER DURING 1974-7 5 

Output 15,00,000 Kwh. 



Total 

Per Kwh. 

Variable Expenses: 

Coal* 

Operation Labour 

Lubricants & Supplies 

Repairs and Maintenance 

Depreciation 


Rs. 

33.734 

16.500 

10.500 
21,000 

6.000 

Paisc 

225 

110 

0 70 
1*40 
0-40 



87,734 

5-85 

Fixed Expenses: ' 

Plant Supervision 

Administrative overhead 

Interest (7% on Rs. 1,50,000) 

5,250 

9.000 

10,500 

?4 750 

1-65 






1,12.484 

7 50 



r i 


•Working Notes 

Cost of one metric tonne (2,205 lbs.) Rs. 33 06 

33- 06 X 1-5x15,00,000 
2,205 

=Rs. 33,734 


Total for Rs. 15,00,000 Kwh= 
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CANTEEN COSTING 

The expenditures incurred for serving meals or dishes of 
different varieties may be grouped under various heads like pro¬ 
visions, labour, services, consumable stores and miscellaneous items. 
An estimate will have to be prepared for the number of persons to be 
catered for each day and the choice of their dishes. The fixation of 
price for main meals and for subsidiary items is a difficult task 
because of difficulty in apportioning the overhead costs to different 
items, some being served frequently and some rather irregularly. 
However, the cost per meal can be calculated on a general basis by 
assembling the cost data and then allocating it to the meals served 
during a period. 

A cost statement may also provide information about the 
subsidy received, if any, from any agency and the revenue from 
sales etc. so as to show the net operating profit or loss. 

A proforma cost sheet has been given below. 

CANTEEN OPERATING COST SHBET 



Provisions : 

Bread 

Vegetables 

Milk 
Ice cream 
Hot drinks 
Cold drinks 
Non-vegetarian items : 


Meat, Fish, Eggs 


Wages and Salaries : 

Wages of cooks 
Wages of kitchen assistants 
Wages of porters or bearers 
Salary of supervisors 

Services: • 

Gas and electricity 
Power and lighting 
Water 


Consumable Store: 

Crockery and glassware 
Cleaning materials 

Miscellaneous: 

Rent 

Insurance 

Depreciation 


Total cost 
Profit 
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QUESTIONS 

THEORETICAL 

1. What is operating costing ? State the industries where it is to be used. 

2. With a mixed fleet of a hundred goods-transport vehicles how would 
you calculate an hourly rate per vehicle for charging to jobs and services . 

3. You are asked by a client to prepare instructions for his 8arafl£ 
manager as to ascertainment of individual running costs of his fleet oi moior 
vans. Draft your instructions. 

PRACTICAL 

4. A transpart Service Company is running 4 buses between two towns 
which are 50 kms. apart. Seating Capacity of each bus is 40 l p fSo I1 * crs ‘ lDC 
following particulars were obtained from their books for April. 1979 : 


Wages of drivers, conductors or cleaners 
Salaries of office and Supervisory Staff 
Diesel oil and other oils 
Repairs and Maintenance 
Taxation, Insurance etc. 

Depreciation 

Interest and other charges 


Rs. 

2.400 

1.000 

4,000 

800 

1,600 

2.600 

2,000 


14.400 


Actual passengers carried were 75% of the seating capacity. All the 
four buses ran on all the days of the month. Each bus made one round trip 
per day. Find out the cost per passenger-mi lo. 

[Ans. Passenger-kins.—3,60,000 ; cost per passenger-km. Paisc4]. 

5. From the following data relating to two different vehicles ,4 and B 
compute the cost per running km. : 

Kms. run (annual) 

Kms, run per gallon 
Estimated life of vehicles in kms. 

Cost of vehicles 
Road licence (annual) 

Insurance (annual) 

Garage rent (annual) 

Supervision (annual) 

Driver’s wages per hour 
Cost of petrol per gallon 
Repairs and Maintenance per km. 

Tyre allocation per km. 

You are to charge interest on the cost of vehicles at 5% per annum. The 
vehicle run 25 kms. per hour on an average. 

[Ans. Cost per km.—M'—Rs. 3-045 ; • B' Rs. 3-511]. 

6 . A city municipality arranges for the remo val of its garbage by means 
of motor vehicular transport. The following vehicles are maintained:— 

No. of vehicles 
30 
40 
50 
20 

On an average, each lorry mikes 5 trips a day and in each trip covers an 
average distance of 6 kms. Each lorry carries garbage weighing only 50% of<its. 
capacity. Taking an annual average, 10% of the lorries are laid up for repairs 
every day. The conservancy work is carried on da ily. 


A 

B 

20,000 

9,000 

25 

18 

1 .20,000 

81,000 

Rs. 

Rs. 

30,000 

18,000 

1,000 

1,000 

800 

500 

500 

400 

1,500 

1,500 

5 

5 

2 

2 

1-50 

200 

075 

0-50 


Specification 
5-tonne lorries 

3- tonne lorries 
2 -tonne lorries 

4- tonne lorries 



420 


COST ACCOUNTING 


The following are the monthly charges incurred on the conservancy 
transport: 


Items of cost 

Salary of the Superintendent, Motor Vehicles Deptt. 

Salaries of 4 Transport Foremen 

Wages of Drivers 

Wages of labourers 

Consumable Stores 

Prtrol 

Lubricants 

Replacement of Tyres. Tubes and other 
parts and accessories 
Garage Rent & Rates (adjusted in the 
books of the Municipality) 

Gas and Electric Charges ' 

Miscellaneous expenses 


Monthly charges 
Rs. 1,800 
Rs. 600 each 
Rs. 100 each for 200 drivers 
Rs. 80 each for 300 labourers 
Rs. 20,000 
Rs. 80,000 
Rs. 10.000 

Rs. 6,000 

Rs. 2,500 
Rs. 800 
Rs. 15,000 


' There is a Repairs Workshop attached to the Motor Vehicles Department 
whi^h also carries out repairs for office cars and other vans add vehicles, 50% of 
the Superintendent salary is debited to the workshop, and the stipulated charges 
to be borne by the Conservancy Transport Department for the services of work¬ 
shop are Rs. 15,000 a month. 

Assuming that a month consists of 30 days, calculate the cost per tonne- 
km. for removal of garbage. 

[Ans. Tonne-kms. 1,82,250, cost per tonne-km. Rs. 1-08) 

7. City Bus Service Ltd., runs the following fleet of buses within the 
limits of Ajmer city : . 

Carrying Capacity 

10 Buses 50 Passengers 

15 Buses 40 Passengers 

On an average, each bus makes 10 trips a day covering a distance of 
8 kms. in each trip, and 75% of the seats are occupied. The annual records 
show that 5 busej are generally required to be kept away from roads each day for 
repairs. 

The following expenses were incurred by the company during March, 

1979: 

Rs. 

Garage Rent. Rates and Insurance 2,500 

Road and Vehicle tax 500 

Salary : Chief Operating Manager 1,500 

3 Assistant Managers 800 each 

4 Supervisee 400 each 

25 Drivers 240 each 

30 Cleaners , 100 each 

Office Staff 4,000 

Consumable Stores 4,500 

Petrol 24,000 

Lubricants 5*300 

Replacement of tyres and tubes 1,750 

Gas & Electricity 350 

Miscellaneous expenses 1.800 

Repairs 3,500 

The Cost Cle* of the Company prepared a Cost Sheet usirg the actual 
figures for various expenses and writing off Rs. 6,500 for depreciation. Show the 
Cost Sheet in proper form as might have been prepared by the cost clerk. 

Also advise the Cost Clerk about those expenses which should be includ¬ 
ed in the Cost Sheet on the basis or annual estimate of those expenses (vn place 
of the actual amount spent during this month in respect of the same) and point 
out to him how he should arrive at this month’s share of each of those expenses. 

(Ans. Rate per passenger-km. Re. 0*C42 Effective passenger-kms. 16.36,800) 
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(Expenses such as rcp’-?xement of tyres aod tubjJKi“JJ^'^f’whofe wd 
repairs. Road and vehicle tax should be estimated for the ye. 
then calculated for a month). . ^ vehi- 

8 . Mr. Subramannium runs a to compute the cost per 

des. He furnishes you the following data and wants you 
running km.:— * “ 


Cost of vehicle 
Road licence fees pet year 
Supervision salaries (yearly) 

Driver’s wages per hour 
Cost of fuel per litre 
Repairs and Maintenance per km. 

Tyre cost per km. 

Garage Rent per year 
Insurance premium (yearly) 

Kms. run pet litre 

Kms. run during the year Otk'ms 

Estimated life of Vehicles Kms. 1.00.000 
Charge interest at 10 per cent per annum on cost ot 

The vehicle run 20 kms per hour on an average. n-Rs. 4*25) 

!*-■ C« , »-V.bUU ... 

9. Mr. Jaidka owns a fleet of taxis and the followi g 
Available from the records maintained by him : 

(I) Number of taxis 


Vehicle A 
Rs. 
25,000 
750 
1.800 

1-50 
1*50 
100 
1.600 
850 
6 

15.000 


Vehicle B 
Rs. 

15.000 

750 

1.200 

1*50 

200 

0-80 

550 

500 

5 

6,000 

75,000 kms. 


(ii) Cost of each taxi 
(///) Salary cf manager 

(iv) Salary of accountant 

(v) Salary of cleaner 

(vi) Salary of mechanic 
(WO Garage rent 

(vhi) Insurance premium 

(ix) Annual tax 

(x) Drivers salary 


10 

Rs. 20.000 
rs. 600 P-m. 

Rs. 500 p.m. 

Rs. 200 p.m. 

Rs. 400 p.m. 

Rs. 600 p.m. 

Rs. «X>SeMaxi 
Rs. 200 p.m. per taxi 
Rs. 1.000 per taxi 


(x/) Annual repair - ' . qqq 

Total life of a taxi is about 2,00.000 kms. A taxi runs 1 n ^ utro foT 
in a month of which 30% it nins empty. Petrol «»wmp« l00 kms. 

10 kms. @ Rs. 1-80 per litre. Oil and other sundries are *»• 5 pe May .* 7 4 ) 

Calculate the cost of running a taxi per km. ^ kmi ., coSt 

(Ans. Effective running of a taxi during its life time 1. . 

per km. Re. ©'779). < . 

10. Union Transport Company supplies the following detai s in r 

•of a truck of 5-tonnes capacity : 


Cost of Truck 
Estimated life 
Diesel, oil, grease 
Repairs and Maintenance 
Driver’s wage 
Cleaner’s wage 
Insurance 
Tax 


Rs. 90.000 
10 years 

Rs. 15 per trip each way 
Rs. 500 per month 
Rs. 500 per month 
Rs. 150 per month 
Rs. 4,800 per year 
Rs. 2,400 per year 
Rs. 4,800 per year 

covering a distance of 50 


city 


General Supervision charges 
The truck carries goods to and from the 

"od outward trip freight i> available to the extent of full capacity and ou 
-return 20% of capacity. 


kms. 
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Assuming that the truck runs on an average 25 days a month, work 
out 

(o) Operating cost per tonne-km. 

(6) Rate per tonne per trip that the company should charge if a profit of 
50% on freight is to be earned. ( C.A . Inter , Nov. 1975} 

[Ans. Tonne-kins 7,500 (a) cost per tonne-k m. Re. 50 (b) Rs. 300]. 

11. From the following information calculate the cost of generating 
electricity per unit: * 

1. Coal used 1,200 tonnes @ Rs. 10 per tonne. 

2 . Freight and handling charges : 10% of value of the coal used. 

3. Oil : 10 tonnes @ Rs. 250 per tonne. 

4. Water : 50,000 litres @ Re. 0 25 per 100 litres. 

5. Depreciation of steam boiler Rs. 250. 

6 . Salaries and wages of the Boiler House : 

10 men @ Rs 100 each 
40 Coolies ® Rs. 20 each 

7. Rscovery on account of sale of ashes : 100 tonnes @ Re. 1 per 
tonne. 

8 . Salaries and Wages of generating station : 

50 men @ Rs. 100 each 
20 Coolies @ Rs. 20 each 

9. Repairs and maintenance of generating equipment Rs. 260. 

10. Depreciation of generating equipment Rs. 2,500. 

11. Share of administrative charges : Rs. 1,750. 

12. Total Number of units generated : 1.46,000. 

13. Normal loss in the process : 2,000 units generated. 

(Ans. 19 paise per unit) 


12. A practising Chartered Accountant now spends Re. 0.90 
per Km. on taxi for his clients’ work. He is considering two other 
alternatives, the purchase of a new small car or an old bigger car. 
The estimated cost figures are :— 


Items New small Old bigger 

car car 

Purchase price 35,000 20.000 

Sale price, after 5 years 19,000 12.000 

Repairing and servicing, per annum 1,000 1,200 

Taxes and Insurance, per annum 1,700 700 

Petrol c >nsumptioo. per litre 10 Km. 7 Km. 

Petrol price, per litre 3.50 3.50 


He estimates that he does 10,000 Km. annually. Which of the 
three alternaiives will be cheaper ? If his practice expands and he 
has to do 19,000 Km. per annum, what should be his decision ? At 
how many Kms. per annum, will the cost of the two cars break-even 
and why ? Ignore interest and income tax. 

(C. A. Inter, NS, May, 1979 ) 
[Ans At 16,000 Kms the costs of the two car will break-even i.c. their 
costs will be equal. For the present practice the bigger car it 
cheaper. In case the praciice expaods new smaller car will be the 
cheapest]. 

(Hint. Depreciation has been taken as a fixed charge). 
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Accounting methods 
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Cost Control 
Accounts 


L‘« fi rte a bL°u n of rf 

MS ■SKT Ss 

Sssffiis srtiifissr-wrs* 

accounts are dealt with. 

LEDGERS REQUIRED 

It will be appropriate here to mention the important ledgers main- 
tained by Financial as well as Costing Departments. 

Financial ledgers 

The three important financial ledgers are— 

(1) General Ledger It contains— 

(1) all real, nominal and personal accounts except those oI 

trade debtors and trade creditors. 

(«) a total account, termed as "Cost Ledger Con trol Accoum ^ 
It records all items of expenditure and income whl ^ r .® late 
accounts. This account is a memorandum account only. 

(2) Debtors’ Ledger. It contains personal accounts ot a 

trade debtors. - .. 

(3) Creditors’ Ledger. It contains personal accounts ot all 

trade creditors. 

Costing ledgers 

(1) Stores Ledger. This ledger contains all stores accounts^ 
A separate account is opened for each item of store. This has 
already been explained in Chapter 2. 
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(2) Work-in-progress or Job Ledger. This ledger records 
production during a period and the costs incurred. A separate ac¬ 
count is opened for each job, product etc. in process. 

(3) Finished goods or stock ledger. This ledger records 
details of finished goods. A separate account is opened for each 
finished or completed product or job. 

(4) Cost ledger. It is the principal ledger of cost department. 

It contains— 

(t) Cost Control Accounts. These accounts are maintained 
for the purpose of exercising control over the three Subsidiary ledgers 
discussed above and also to complete double entry in cost accounts. 
They summarise masses of detailed information contained in the 
subsidiary ledgers and thus provide immense help to management in 
policy formulation. They also facilitate reconciliation of cost and 
financial accounts. 

The important cost control accounts are as follows : 

(а) Stores Ledger Control Account. The purpose of stores 
ledger is to maintain item-wise record of raw materials and other 
stores. In cost ledger, a Stores Ledger Control Account is opened 
pertaining to this subsidiary ledger. The total materials received in 
stores (which can be found by looking at Purchases Journal) is shown 
on the debit side of Stores Ledger Control Account and the total 
materials issued out of Stores (which can be found by looking at 
Materials Abstract) is credited in the Account. The balance of 
this account shall tally with the total of the balances of »he individual 
stores accounts in the Stores Ledger. Sometimes, separate ledgers 
are maintained for raw materials and other stores. In that case, 
there will be two separate control accounts namely Materials Ledger 
Control Account and Stores Ledger Control Account. 

(б) Work in-progress Ledger Control Account. For every 

job product or process, cost of materials, labour and factory expenses 
are incurred. All such costs are debited in different accounts re¬ 
lating to different jobs. These accounts are kept in a job or work- 
in-progress ledger. A Work-in-progress Ledger Control Account 
is opened in the Cost Ledger. The cost of production of completed 
jobs will be credited to this account and the total expenses incurred 
on all the jobs debited so as to show the total work-in-progress at 
any time. The balance of this account must be equal to the total of 
individual balances of Job or Process accounts in the Job Ledger. 
The Work-in-progress Ledger Control account is referred to as 
Work-in-progress Account also. 

(c) Finished Goods Ledger Control Account. In Finished 
Goods Ledger, a separate account is opened for recording the quan¬ 
tity and price of each and every finished product manufactured. In 
Cost Ledger, a Finished Goods Ledger Control Account is main¬ 
tained. It is also known as Stock Ledger Control Account. It 
represents the total value of finished goods in stock at a particular 



♦27 


COST CONTROL ACCOUNTS ^ Ledge.. 

(d) General Ledger Adjustment ^ a ll items 

a Genera! Ledger A^ustmen,Recount. o£ ■ referred ^ 
of income and expenditure, mis * . v Personal Accou 

Ledger Control Account (in costing founts. The 0*%* 

shown in financial accounts and not , , ^ entf!/ in the cost Udg 

Ledger Adjustment Account computes fijd onsets or 

and hence all such accounts which Pf?? 1 * iditures are shown on 
outsiders are posted to this account. ul ^ 0 f such expenditur 

the credit side of this account , and . , Q f this account, 

the form of sales is shown on the*deb««d« ^ and « h e amount 
balance represents the value of stores, 

of work-in-progress. financial books). Since 

Cost Ledger Control Account (in “ from the Financial 
the Costing Department is not disimct en recorded through 

Department and all the purchases and sa be ope ned in 

financial books, a Cost Ledger Gontro ^^ccou accoun t. In this 

the financial books. This is only a me ™; a x p e “diture affecting Cost 
account all the items of revenue and expe reverse Q r contra 
Accounts are recorded. This acc ? . J in ,he Cost Ledger and. 

of the General Ledger Adjustment Account! n {he ba i a nce 

therefore, the balance of this account should tally 

of its counterpart in the Cost Ledger. * rtl u er impersonal 

(si) Other Accounts. They a . costs for e.g. wages 

accounts (real as w£ll as nommal) w > admin j s tration overhead 
control account, factory overhead acco . J account , cost of sales 

account' ^ U lomefim«. ,r, foUowing additional accounts are also 

OPen6 (a) Overheads Suspense Account Sometime. while valuing 

^^.rng^sinTtocrof finished ^fa^acco^tfng 
not charged. In such cases normally. at the end 

period, the estimated amount of such over to Works or 

or Office Overheads Suspense Accou *\ . ln t he beginning of 
Office Overheads Account, as the cas y • j e the suspe nse 
next accounting period, the entries are reversed to c»o 

“"Tm Orj™. F« -"k 

formed in the factory itself eg. P r< *J u ?* ^. form of materials, 
certain expenditures shall be dilure% should be recorded 

in Capital Order Account and later on work is done 

(c) Service * Orders Rep^Trs and Maintenance Ac- 
in the factory, the cost is debited to P verheads aCCOU nts, because 
count and later transferred to Production, Adminis- 

the expenditure might have been incurredon^duct* 
tration and Selling and Distribution Departments. . 

No separate account is maintained for Direc p 
they are directly charged to work-in-progress account 

When the finished goods are sold, they are transferred to Cost 
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of Sales Account. In the last, a Costing Profit and Loss Account 
can be prepared with the help of all the above accounts. 

JOURNAL ENTRIES 

Adoption of double entry system in ' costing records will make 
possible the preparation of trial balance for the costing transactions. 
I he entries for various transactions with the help of control accounts 
are mentioned below : 

(1) Receipts of materials into stores (cash and 
purch ases) 

In Cost books 


credit 


Cost Ledger : Stores Ledger Control Account Dr. 

To General Ledger Adjustment A/c 
Stores Ledger : Individual stores accounts shall be debited 

In Financial Books 

For credit purchases : 

Purchases A/c 

Cost Ledger Control A/c (memorandum) 

To Creditors A/c 
For cash purchases : 

Purchases A/c 

Cost Ledger Control A/c (memorandum) 

To Cash A/c 

(2) Returns to suppliers 
In Cost Books 

Cost ledger : General Ledger Adjustment A/c 
To Stores Ledger Control A/c 

Stores Ledger : Individual Stores accounts shall be credited. 

In Financial Books 

Creditors A/c 

To Purchase Returns A/c 

Cost Ledger Control A/c (memorandum) 

(3) Receipt of materials for direct issue 

In Cost Books 

Cost Ledger : Work-in-progress Ledger Control A/c 
To General Ledger Adjustment A/c 

Job Ledger : Debit individual jobs for which materials have 
been received. 

In Financial Books 
Purchase A/c 

Cost Ledger Control A/c (memorandum) 

To C^sb or Suppliers A/c 

<4) Wages/salaries paid. 

In Cost Books 

Cost Ledger ; Wages Control A/c 

To General Ledger Adjustment A/c 


Dr 


Dr. 


Dr. 

Dr. 

Dr. 


Dr. 
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Dr. 


and distrt- 


l>r. 

Dr- 

Dr. 


COST CONTROL ACCOUNTS 
In Financial Bodies 

Co*? iLagpr^ntrol A/c (memorandum) 

To Cash 

(5) For payment of works, office and celling 
button expenses 

In Cost Boohs 
Cost Ledger : 

Works Overheads A/c 

Sa < Sra3b£fc Overheads A/c 
ToGeneral Ledger Adjustment A/c 
Overheads Ledger : Individual expenses accounts (.f mamta. 
ed to be debited. 

In Financial Books : 

Expenses A/c 

Cost Ledger Control A/c (memorandum) 

the transactions or transfers tn Cost Ledger. 

(6) For issue of direct materials 

In Cost Ledger : Dr 

Work-in-progress Ledger Control A/c 
To Stores Ledger Control A/c 
(Total as per materials abstract) 

in stores ledger shall be credited -barging of Indira* 

( 7 ) For issue of indirect materials _ . 

/n Cost Distribution Overheads A/c Dr. 

W “ b fe'£S3£ ««» Co»»o. A/c 

in s— * =■ c«di. *. s, “" 

(8) For returns of materials from prodoct.on 

Zn Cost ledger : Dr _ 

Stores Ledger Control A/c r , A / c 
To Work-in- progress Ledger Control A/ 

/n Stores Ledger : Debit individual stores accounts. 

In Job Ledger , Credit individual job accounts. 

(9) Allocation of direct wages to productson 

In Cost Ledger ■ 

Work-in-progress Ledger Control A/c 
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To Wages Control A/c 
(As per wages abstract) 

In Job Ledger : Individual job accounts will be debited. 

(10) Materials transferred from job No. 1 to job No. 2 

In Job or Work-in-progress Ledger : 

Job No. 2 A/c . Dr. 

To Job No. 1 A/c 

(No entry is required in Work-in-progress Control A/c or 
Stores Ledger Control A/c.) 

(11) Allocation of overheads to job 

(a) Works Overheads : 

In Cost Ledger : 

Work-in-progreess Ledger Control A/c Dr. 

To Works Overheads A/c 


In Job Ledger : 

Individual Job accounts to be debited. 

(6) Office overheads : 

In Cost Ledger : Dr. 

Finished Goods Ledger Control A/c 
To Office Overheads A/c 


In Finished Goods Ledger : 

Individual Job/product accounts to be debited. 


(12) For normal wastage of stores and normal idle time 
wages 

In cost Ledger : Work Overheads A/c Dr. 

To Stores Ledger Control A/c 
To Wages Control A/c 

In Overheads Ledger : Individual expense accounts (if main¬ 
tained) to be debited. 

In Stores Ledger : Individual stores accounts to be credited. 


(13) For Abnormal loss of material and abnormals idle 
time 

In Cost Ledger : Costing Profit and Loss A/c Dr. 

To Stores Ledger Control A/c 
To Wages Control A/c 

In Stores Ledger : Individual stores accounts to be credited. 

(14) For Cost of Production of Finished Articles 

In Cost Ledger : Finished Goods Ledger Control A/c Dr. 

To Work-in-progress Ledger Control A/c 
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In Finished Goods Ledger : Individual product accounts to 

debited- « 

In Job Ledger : Individual job accounts to e ere 1 

(15) For Cost of Goods Sold Dr. 

Jn Cost Ledger : Cost of Sal^ A/c Control A/c 

/. Oooda accounts. 

MWttn of ^ and Distribution Expenses 

Cost of Sales A/c 

To Selling Overheads A/c 

(17) For Sales Dr. 

General Ledger Adjustment A/c 
To Cost Sales A/c 

(10) For overhead on incomplete Jobs Dr . 

Works Overheads Suspense A/c Dr. 

Office Overheads Suspense A/c 
To Works Overheads A/c 

To Office overheads A/c nverheads may 

(or alternatively the balances ot works or office overn 

be carried forward) 

(19) For transfer of profit Dr. 

Cost of Sales A/c 

To Costing Profit & Loss A/c 

(20) For over-charge of overheads (say, office) ^ 

Office Overheads A/c 

<„ — — lv „ 

However if it is desired charge a supplementary ra ( g 

the following entry will be passed : 

Office overheads A/c 

To Finished gnods ledger control A/c 

To Cost of Sales A/c . in proportion to the 

(21) For under charge of overheads (say, wor s) ^ 

Costing Profit & Loss A/c 

To Works Overheads A/c _ • , f orwa rd 

(or alternatively the balance may be earned fo 
or treated as in case of entry 2U). 

(22) For Transfer of net profit Df 

Costing Profit & Loss A/c . 

To General Ledger Adjustment A/c 

-1. See treatment of under /over abso.ption of ovetheads in chapter of 

the book. 
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necessary entries in the Cost Journal (assume that a system of 
maintaining control accounts prevails in the organisation). 


Rs. 

Purchases 3,90,000 

Carriage inward 5,850 

Stores issued 3,58,000 

Productive wages paid and allocated 3,46,32Q 
Unproductive Labour 1,21,680 

Other Works overheads 3,48,400 

Materials used in repairs 3.120 

Cost of completed Jobs 12,80,630 


ENTRIES IN THE COST JOURNAL 


Dr. 


Stores Ledger Contiol A/c 

To General Ledger Adjustment A/c 
(Being the total amount of purchases as ascertained from 
financial books) 


Stores Ledger Control A/c* Dr - 

To General Ledger Adjustment A/c 
(Being the amount of [carriage inwards as per financial 

books) _ 


Work-in-Progress Ledger Control A/c 
To Stores Ledger Control A/c 
(Being the amount of stores issued as 
abstract) _ 


Dr. 

per materials 


Wages Control Acconnt 

To General Ledger Adjustment Account 
(Being the amount of Direct wages paid) 


Dr. 


Work-in-progress Ledger Account 
• To Wages Control Account . 44 . . . 

(Being the amount of Direct Wages allocated to Jobs) 


Dr. 


Works Overheads Account 

To General Ledger Adjustment A ; c 
(Being the amount of indirect labour allocated to Works 
Overheads)__ 


Works Overheads Account Dr. 

To General Ledger Adjustment Account . 

(Being the amount of works expenses other than indirect 
wages as per financial books)_ 


Works Overheads Account 

To Stores Ledger Control Account 
(Being the cost of materials used in repairs) 


Dr. 


Finished Goods Ledger Control Account Dr. 

To Work-in-progress Ledger Control Account 
(Being cost of completed jobs transferred from nork-in- 
progres Account) 


DC. ■ 

Cr. 

Rs 

3,90,000 

Rs. 

3,90,000 

5,f50 

5,850 « 

3,58,000 

3,58.000- 

3,46,320 

3.46,320- 

3,46.320 

3,46,320 

1,21,680 

1,21,680 

3,48,400 

• 

3,48,400 

3,12C 

3,120 

" 12,80,630 

12,80,630- 


• The amount may also be debited to Works Overheads Account in place 
of Stores Ledger Control Account. 



COST CONTROL ACCOUNTS 

Illustration 122 

As on 31st March, 1978 the following balances existed i 
Company’s Cost Ledger. __^_ 


in a 


Stores ledger control A/c 
Work-in-progress ledger control A/c 
Finished Stock ledger control A/c 
Manufacturing overhead A/c 
Cost ledger control A/c 


6.02,870 

2.44,730 

5,03,890 


21,050 

13,30,440 



The particulars are : 

*> Rs. 

Finished product [at cost) ?’rVo?0 

Manufacturing overhead incurred vHa’SK 

Raw Materials purchased 

Factory wages ‘•JWS 

Indirect labour 
Cost of sales 

Materials issued to production ^SS 

Sales returns at cost *<'000 

Materials returned to suppliers * 

Manufacturing overhead charged to production 1,54,400 

You are required to write up the accounts and schedule the 
closing balances, stating what each balance represents. 

Solution 

STORES LEDGER CONTROL ACCOUNT 


ro Balance b/d 

Cost ledger control A/c 
(Purchases) 


6,02.870 By Work-in-progress ledger 
2 46 000 control A/c (issues) 2,54,6*0 

„ Cost ledger control A/c 5,800 
(Returns) 

„ Balance c/d 5,88,440 


8.48.870 


„ Balance b/d 


5,88.440 


OVERHEADS CONTROL ACCOUNT 



To Co,.*- A/° By Ledger 

.. 43.330 

Undirect labour ) _ • ” 


control A/c (charged) 
Balance c/d 


2.26.350 


Rs. 

21,050 

1,54.400 

50,900 

2.26,350 


Balance b/d 


50,903 
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WORK-IN-PROGRBSS LEDGER CONTROL ACCOUNT 


To Balance b/d 
,, Cost ledger control A/c 
(Factory wages) 

„ Stores ledger control A/c 
(Materials) 

„ Overheads control A/c 
(Overhcadsl charged ) 

Rs. 

2,44,730 

1,01,060 

2.54,630 

1,54,400 

By Finished Stock ledger 
control A/c (Production) 

„ Balance c/d 

Rs. 

4.21,670 

3,31,150 


KEE3 


7,54,820 

,, Balance b/d 

3,31,150 




FINISHED STOCK LEDGER CONTROL ACCOUNT 


To Balance b/d 
„ Work-in-progress control 
A/c (Pc^dpction) 

>. Cost ledger control A/c 
(Returns) 

Rs. 

5,03,890 

4,21,670 

10,760 

By Cost of sales A/c 
„ Balance c/d 

Rs. 

3,71,780 

5.64,540 


9,36,320 



„ Balance b/d 

5.64,540 




COST OF SALES ACCOUNT 


To Finished stock ledger 
control A/c (Sales) 

Rs. 

3.71,780 

By Cost ledger control A /c 
(Sales) 

Rs. 

3,71,780 





COST LEDGER CONTROL ACCOUNT 
(OR GENERAL LEDGER ADJUSTMENT A/C) 


To Stores ledger Control A/c 
- (Returns) 

„ Cost of Sales A/c (Sales) 

„ Balance c/d 

Rs. 

5,800 

3.71,780 

15,37,030 

By Balance b/d 
„ Stores ledger control A/c 
(Purchases) 

„ Overheads control A/c 
(Overheads incurred) 

., Work-in-progress control 
A/c (Direct wages) 

„ Overheads control A/c 
(Indirect wages) 

„ Finished stock ledger 
control A/c (Returns) 

13.3M40 

2,46.000 

1,83,020 

1,01,060 

43.330 

10,760 


19.14,610 


19,14.610 



„ Balance b/d 

15,37,030 
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TRIAL BALANCE 
as on 31st March , 1978 



1. Stores ledger control A/c 

2. Overheads control A/c 

3. Work-in-progress ledger control A/c 

4. Finished stock ledger control A/c 

5. Cost ledger control A/c 


5.88.440 

50.900 

3.33.150 

5.64.540 


15.37,030 




15.37.030 1 15,37.030 


SI. No. 

1 . 

2 . 

3. 

4. 

5. 

Illustration 


123 


Represents 

Value of Raw Materials on hand 
Under-absorbed portion of overheads 
Value of pending jobs. 

Value of finished stock in hand . 

Total of all other cost ledger accounts balances. 


T he A, I Ltd. opens me • 

on 1st January, 1978 as follows : 

Material Ledger Control A/c 
Work-in-progress Ledger Control A/c 
Finished Goods Ledger Control A/c 
Production Overheads A/c 
Administration Overheads A/c 
Selling &. Distribution Overheads A/c 
General Ledger Adjustment A/c 


The following are the transactions 

Dec.'1978— 


for 


with the balances 

, as 

Rs. 

2.480 

Rs. 

1,250 


2.480 


168 

240 

125 

6.263 

6.503 

6,503 

the year ended 

31st 


Rs. 

9.602 

9.548 

824 

68 

144 

2.986 

1.300 

168 

4,845 

7,182 

1,480 


Materials purchased 
Material issued to Jobs 

to works maintenance 
" to administration offices 
’, to Selling Department 
Wages—productive 

-non-productive ._ u 

Transportation Expenses for incoming materials 
Production overheads 
Absorbed overheads production 

.ijsssssissartu- »«*- 1 s 

.. . . . •• M M 1.284 

Saies overheads 1,640 

Sales overheads absorbed 19.168 

Finished goods produced 19,546 

Finished goods sold 24,860 

Sales realisation 

Make up the various accounts m y« env,s ?|® ,n 

ledger and prepare a trial balance a, on 31st Dec.. 1978 


the cost 
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Solution 


MATERIAL LEDGER CONTROL ACCOUNT 



Rs. 

| 

Rs. 

To Balance b/d 

2,480 

By Work-in-progress ledger 

General ledger adjust¬ 

control A/c 

9,548 

ment A/c 

9,602 

„ Production overheads A/c 
f . Administrative overhead 

A/c 

„ Selling overheads A/c 

824 

68 

144 



„ Balance c/d 

1,498 


12,082 


12,082 






WAGES CONTROL ACCOUNT 


To General ledger adjust¬ 
ment A/c 

Rs. 

2.986 

By Work-in-progress A/c 

Rs. 

2.986 


2.986 


2,986 






PRODUCTION OVERHEADS ACCOUNT 


To Balance b/d 

M General ledger adjust¬ 
ment A/c (transport) 

,, General ledger adjustment 
General ledger adjustment 

A/c 

,, Material ledger control 

A/c 

Rs. 

168 

168 

4,845 

1.3C0 

824 

By Work-in-progreas ledger 
control A/c 
,, Balance c/d 

Rs. 

7,182 

123 


7,305 


7.305 


_ 




ADMINISTRATIVE OVERHEADS ACCOUNT 


To General ledger adjust¬ 
ment A/c 

Material ledger control 
A/c 

„ Balance c/d 

Rs. 

1,480 

68 

46 

By Balance b/d 
„ Finished Goods ledger . 
control A/c 

„ Cost of goods sold A/c 

_ • 

Rs. 

240 

1,058 

296 

1.594 

1.594 



SALES OVERHEADS ACCOUNT 

To Balance b/d 
,, General ledger adjust¬ 
ment A/c 

„ Material ledger control 

A/c 

„ Balance c/d 

Rs. 

125 

1,284 

144 

87 

By Cost of goods sold 

Rs. 

1,640 

1.640 


1.640 
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WORK-IN-PROGRESS LEDGER CONTROL ACCOUNT 


To Balance b/d 1 

Material ledger control 
" A/c 

„ Wages payable A/c 

Production overheads A,c 

Rs. 

1.250 

9.548 

2,986 

7,182 

— 

By Finished goods ledger 
control A/c 

Balance c/d 

RS. 

19,168 

1,798 

20.966 


20,966 

cviKHfn GOODS LEDGER CONTROL ACCOUNT 


To Balance b/d 
„ Work-in-Drogrcss ledger 
control A/c 

„ Administration overhead. 

A/C 

Rs. 

2.480 

19,168 

1.058 

By Cost of goods sold A/c 

By Balance c/d 

1 IvS. 

19.546 

3,160 

22.706 

= _ 

22.706 


COST OF GOODS SOLD ACCOUNT 


To Finished goods ledger 
control A/c . i 

„ Administrative overheads 

A/C 

Sales overheads A/c 
\\ Costing P. & L. A/c 


By General ledger 
ment A/c 




adjust- 


24,860 


To Cost of goods sold 
, f Balance c/d 


GENERAL LEDGER ADJUSTMENT ACCOUNT! 



By Balance b/d 
„ Materials ledger control 

A/c 

„ Wages control A/c 
.. Production overheads A/c 
Production overheads A/c 

Administrative ovcrh ^* d 

„ Sales overheads A/c 
„ Costing Profit &. Loss A/c 


Rs. 

6,263 

9,602 

2.986 

1,300 

168 

4,845 

1,480 

1,284 

3,378 


31.306 


COSTING PROFIT & LOSS ACCOUNT] 


To General Ledger Adjust¬ 
ment A/c 



By Cost of sales A/c 


Rs. 

3,378 


3.37S 


3.378 
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TRIAL BALANCE 
as at 31st December, 1978 


Material ledger control A/c 
Production overheads A/c 
Administrative Overheads A/c 
Sales Overheads A/c 
Work-in-progress ledger control A/c 
Finished goods ledger control A/c 
General ledger adjustment A/c 


Rs. 

1,498 

Rs. 

123 

46 


87 

1,798 


3,160 

6,579 

6,446 

6,579 


bote. Over and under-absorbed overheads have not been transferred 
to the costing profit and loss account but have been carried forward to the 
next year. 

Illustration 124 

The following is the Trial Balance of Vinay & Co., on the 
1st January, 1978 as per Cost Ledger. 


Stores ledger control A/c 
Stock ledger control A/c 
Work-in-progress ledger control A/c 
Works overheads suspense A/c 
Office overheads suspense A/c 
General ledger adjustment A/c 


1,00,000 

90.000 

1,80,000 

4.000 

2,000 


3.76,000 


3.76; 



During the year the following summarised position was 
1 • 


ported 


Materials received into stores 
Materials purchased for direct issue to Jobs 
Materials issued to Jobs 

Materials issued to service order No. 100 
Materials issued to work order r No. 50 
Materials returned to supplier from stores 
Wages paid to direct workers 
Wages paid to indirect worker 
Direct wages charged to Jobs 
Direct wages charged to service Order No. 100 
Direct wages charged to work order No. 50 
Works expenses for the year, paid and due 
Office expenses for the year, paid and due 
Selling expenses for the year, paid and due 
Sale for the year 

At the end of the year the following were the 
subsidiary ledgers agreed in the case of stores and 
physical inventory. 

Store ledger 
Stock ledger 
Job ledger 


Rs. 

8,30.000 

6.000 

8.40,000 

1,000 

2,000 

3.000 

5,75,000 

70.000 

5.67,000 

2,000 

3,000 

1 , 00,000 

66.000 

80,000 

20,30,000 

balances in the 
stock ledgers with 

.. Rs. 

80.000 

70.000 

1,50,000 








COST CONTROL ACCOUNTS 

Other figures are as follows : 

Materials lost by theft 
Time lost by failure of power 
Works overheads charged to complete jobs 
Works overheads charged to service order No 100 
Works overheads charged to work order No. 50 
Office overheads charged to completed Jobs 
Office overheads charged to unfinished Jobs 
Works overheads charged to unfi, \ , ^ t c c d ^?? s 
Selling overheads charged to products sold 

aii . a i es during the year were from stock, 
figures write up the Cost Ledger and prepare a Trial Balance 

1st January, 1979. 

Solution . 

Cost Ledger 
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Rs. 
1.000 
2.500 
1.80.000 
400 
700 
60.000 
2.000 
3.000 
75,000 

From the 


abov« 
as oi 


To Store ledger adjustment 
A/c 

„ Cost of sales A/c 

Work order No. 50 

„ Balance c/d 

~ Er i 

3.000 l 
20,30.000 
5.700 
3.05,000 

23.43.700 




By Balance o/u 

Stores ledger control A/c 
„ Work-in.progress ledger 
control A/c 
Wages control A/c 
Works overheads A c 
„ Works overheads A/c 
„ Office overheads A/c 
,, Selling overheads A/c 
„ Costing profit & loss A/c 


By Balance b/d 


Rs. 

3,76,000 

8,30,000 

6.000 

5.75.000 

70,000 

1 . 00.000 

66,000 

80.000 

2,40.700 



To Balance b/d 
M General ledger adjust¬ 
ment A/c 

„ Stores ledger control A c 
„ Wages control A,c 
„ Works overheads A;c 


To Balance b/d 


Rs. 

1.80,000 

6,000 

8.40,000 

5.67.000 

1,80.000 



By Finished stock ledger 
control A/c (Transfer) 
, Balance c/d 


Rs. 

16,23,000 

1,50.000 


17.73.000 



nr r" m crorK LEDGER CONTROL ACCOUNT 


To Balance b/d 
„ Work-in-progress ledger 
control A/c 
. Office overheads A/c 


To Balance b/d 


Rs. 

90,000 

16.23,000 

66,000 


17,73.000 


By cost of Sales A/c 
„ Balance c/d 


Rs. 

17,03,000 
70,000 


70,000 J 


17.73,000 
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i 


STORES LEDGER CONTROL ACCOUNT 


To Balance b/d 
.. General ledger adjust¬ 
ment A/c 

Rs. 

l.OO.OCO 

8,30.000 

By Work-in-progress ledger 
control A/c 8,40,000 

Service order A/c 1,000 
Work order A/c 2.000 

Rs. 

8,43,000 

: 


General ledger adjust¬ 
ment A/c 

(Returned to Suppliers) 
Costing Profit and Loss 

A/c 

(Abnormal loss—by theft) 
„ Works overheads 
(Normal loss) 

„ Balance c/d 

3.000 

1,000 

3.000 

80.000 


9.30.000 


9.30.000 

To Balance b/d 

80.000 



WAGES CONTROL ACCOUNT 


To Gencial ledger adjust¬ 
ment A/c 

Rs. 

5.75,0C0 

By Work-in-progress Rs. 
ledger control A/c 

5.67.000 

Service order (100) 2.000 
Work order 3.000 

Rs. 

5,72,000 



Costing profit & loss A/c 
(Abnormal loss— Power 
failure) 

,, Works overheads 

(Normal loss-Idle time) 

2,SCO 

500 


5,75.000 


5,75.000 





WORKS OVERHEADS ACCOUNTS 

To Works overhead suspense 
A/c 

,, General ledger adjust¬ 
ment A/c 

M General ledger adjust¬ 
ment A/c 

„ Service order No. 100 
„ Stores ledger control A/c 
(Normal loss) 

„ Wages control A/c 
(Normal loss) 

„ Costing P. & L. A/c 
(Overcharge) 


1 

j By Work-in-progress 
ledger contfo 

A/c 1,80,000 

Service order 400 

Work order 700 

„ Works overheads sus¬ 
pense A/c 

(on unfinished jobs) 

Rs. 

1,81,100 

3,000 

• 


1,84.100 


1.84.100 














441 


COST CONTROL ACCOUNTS 

OFFICE OVERHEADS ACCOUNT 


To Office overheads suspen- 

General ledger adj ust- 
” meat A/c 


R8 ‘ ' By Finished Goods ledger 

7 000 control A/c 

"• Office overheads suspense 

66.000 " A/c fon unfinished jobs) 

„ Costing P- & L. A<c 
[Undercharge] 

_i 

68.000 ! 


- SELLING OVERHEADS ^ACCOUNT_ 

RS by Cost of sales A/c 

To General ledger ad usl- %q 000 j „ Costing P. & L AiC 

ment A/c ’ I (Undercharge! 

80.000 

__ Hi _ 

~ WORKS OVERHEADS SUSP ENSE ACCOUNT 


To Balance b/d 
„ Works overheads 


To Balance b/d 


By Works overheads 
Balance c/d 


OFFICE OVERHEADS SUSPENSE ACCOUNT 


To Balance b/d 

Office overheads 


To Balance b/d 


Rs 

2.000 By Office overheads 
2.000 „ Balance c/d 

4,000 

2 000 

SERVICE ORDER No. 100 


To Stock ledger control A/c 
„ Wages control A/c 
„ Works overheads A/c 


1,000 I By Works overheads A/c 
2^000 (Transfer] 

400 | 

3,4001 


60.000 

2.000 

6,000 


68.000 


Rs. 

75.000 

5.000 

80.000 


Rs. 

4,000 

3.000 

7.000 


Rs. 

2.000 

2.000 

4.000 


Rs. 

3.400 


3.400 


WORK ORDER No. 50 


To Stores ledger control A/c 
„ Wages cont ro /c 
„ Works overheads A c 


2 000 ! By General ledger adjust- 

3 000 I ment A/c (Transf: -) 

’ 00 


5,700 
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COST OF SALES ACCOUNT 


To Finished Stock ledger 
control A/c 

To Selling overheads A/c 

To Costing P. & L. A/c 

Rs. 

17.03 .000 
75,000 
2.52,000 

By General ledger adjust¬ 
ment A/c 

Rs. 

20.30.000 


20.30.000 


20,30,000 






COSTING PROFIT & LOSS ACCOUNT 


To Stores ledger control A/c 
[Abnormal loss! 

To Wages control A/c 
[Abnormal loss) 

To Office overheads [Under¬ 
charge) 

To Selling overheads [Under¬ 
charge) 

To General ledger adjust¬ 
ment A/c [Net profit 
transferred) 

Rs. 

1,000 

2,500 

6,000 

5,000 

2,40,700 

By Cost of sales A/c 

By Works overheads A/c 
[Overcharge) 

Rs. 

2,52.000 

3.200 


2.55.200 


2,55.200 






TRIAL BALANCE AS ON JAN. 1, 1979 



Dr. 

Cr. 


Rs. 

Rs. 

General legder adjustment A/c 


3,05,000 

Stores ledger control A/c 

80.000 

Finished stock ledger A/c 

70.000 


Work-in-progress ledger control A/c 

1,50,000 


Works overheads suspense A/c 

3,000 


Office overheads suspense A/c 



Total 

3,05,000 

3.05,000 





Illustration 125* 


The Trading and Profit and Loss Account of XY (P) Ltd. for 
the year ended 31st December. 1978 'as prepared by the Head Office 
Accounts Department) is summarised as follows : 



Rs. 


Rs. 

Stock on 1st January 1978 

60,000 

Sales 

1,30,000 

Purchases 

82,000 

Stock on 31st December 1978 

80,000 

Wages 

40,000 



Works Expenses 

1,800 



Gross Profit c/d 

26,200 




2 .10.000 


2 ,10,000 
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RmtMd Rates 


Net Profit 


8,000 Gross Profit b/d 
4,000 Rent Received 
5,600 Dividend (Gross) 
4,200 
30,400 


52000 


Following information 


was also supplied : 

At 1st 
January 
1978 

Rs. 


(1) Manufactured Units 
Purchased Units 
Raw Materials 


24.000 

14.000 

22.000 


60.000 


Costing 

Rs. 


Rs. 

26,200 

6,000 

20.000 


52.20C 


At 31st 
December 

1978 

Rs. 

20,000 

44.000 

16,000 

"80 &*> 


(2) 


Purchases : . 

Purchased Units 
Raw Materials 


54.000 

28.000 


82.000 


(3) Wages: 

Direct Wages 
Indirect Wages 
Clerical Wages (Sales) 


30.000 

8.000 

2.000 

40.000 


(4'Salaries: 

Works Supervision 
Sales Department 
Administration 


(5) Rent and Rates : 
Works 
Sales Office 
Let Property 


2.200 

4.000 

1.800 


8 , 000 . 

Rs. 

2.000 

400 

1,600 


4,000 


Other Particulars TT in 00f> 

(1) Purchased Units 3.000 and Manufactured Units 10.000 
were sold at the rates of Rs. 10 each. 

(2) Units purchased at Rs. 8 each. Units produced by 
Company were valued at Rs. 8 each. 



444 


COST ACCOUNTING 


(3) Administrative Expenditure — 2/3rd to be charged to 
works supervision and l/3rd to sales supervision. 

(4) Dividend was on Trade Investments. 

You are required to prepare a Costing Profit and Loss 
Accoount for the year ended 31st December, 1978, for submission to 
the Higher Management 1 . (C A. Final) 

COSTING PROFIT AND LOSS ACCOUNT 
_ For th « year ending on 31st December, 1978 


Manufactured Purchase . Total 
Units Units 

, 10.000 Units 3.000 Units I3.CC0 Units 


Sales 

Less : Standard cost of sales (r?» 
Rs. 8 per unit 
tSee note ni) 

Standard Profit 

Less : Excess manufacturing cos 
I See Note 1) 


Rs. 

1 . 00,000 


80,000 


20.000 


6.000 


R*. 

30,000 

24.000 

6.000 


Rs 

1.30.000 


1,04.000 


26.000 


6,000 


14.000 


6.000 


20,000 


Less : Selling Expenses 
(Sec Note IV) 


14,000 


Actual Profit as per cost i ccouots 


STATEMENT RECONCILING THE PROFIT AS PER COST 
ACCOUNTS WITH PROFIT AS PER FINANCIAL ACCOUNTS 


Rs. I Rs. 



Profit as per cost accounts 

Add : Incomes not considered in Cost A,cs 

Rent received 
Dividend 


Rs. 

6.000 

20.000 


6,000 


26,000 


Less : Expenses not considered in Cost Acs 


Rent and rates prepaid 


32,COO 


Profit as per financia 1 accounts 


1. Students are advised to go through chapter 11 on Reconciliation of 
Cost and Financial Accounts “before attempting this question. 
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Working Notes 

(i) Manufacturing Cost Statement : - 

Cost of raw material consumed : 

° s?ock on 1-1-1978 
Purchases 
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Rs 


22.000 

28.000 


Stock on 31-12-1978 
Direct Wages 

Prime cost 

Indirect Expenses : 

Works Supervision Salaries 

K.sS?ta(2/3rd of 1 . 800 ) 

Admo. Expenses (2/3rd of Rs. 

Rent 

Works Cost 

Standard Cost of Units produced. 
9.500 x Rs. 8 [See Note (ii)J 

Excess Manufacturing Cost 


5O.C00 

16.000 


8.000 

2.200 

1.800 

1.200 

2.800 

2.000 


34.000 

30.000 

~ 64,000 


18.000 

82.000 

76.000 

6,000 




SStf^Units sold during the year 
Less : Opening stock 


Units 

2,500* 

10.000 

"l2.50cT 

3.000* 

T.500 


Units 

5.500* 

3.000 

8.500 

1.750* 


•Quantity has been ascertained by dividing the amount by Rs. 8,-. the 
standard cost. 



Oocning stock at Standard Cost 
Standard Cost of udiis manufactured 
or purchased during the year 
(See Note (li) 


Closing Stock at standard cost 
Standard Cost of Units Sold 


Units 

Amount 

Units 

Amount 

3.000 

9.500 

24.000 

76.000 

1.750 

6.750 

14.000 

54.000 

12.500 

2.500 

1.C0.000 

20.000 

8.500 

5.500 

68.0*0 

44.L00 

1 10.0C0 

80X00 

3.000 

24.000 
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(so) Selling Expenses : 


Selling Expenses 
Sales Supervision : 

Rs. 

Ad ran. Expenses 4,200 

Salaries 1,800 


6,000x1/3 

Clerical Wages 

Salaries 

Rent 


Rs. 

5,600 


2,000 

2,000 

4,000 

400 


14,000 


QUESTIONS 

THEORETICAL 

1 . What are the principal ledgers kept in a system of cost accounting 
kept on double entry system ? State how these ledgers are written. 

2. What are “Cost Control Accounts” ? Describe their advantages. 

(fl. Com. (Hons.) Delhi 1979) 

3 . You wish to institute control accounts in respect of materials pur¬ 
chased and used in your factory. What purposes do control accounts serve ? 
What accounts would you institute and from what sources would the entries be 
derived ? 

PRACTICAL 

imo 4 * ThC balancc in Coii Lcd * er of a manufacturing company on January 
1 , ly /o were— 


Rs. 

Stores Ledger Control Account 7 000 

Work-in-progress Ledger Control Account 12)800 

Finished Stock Ledger Control Account 2,000 

Cost Ledger Control Account 21^800 

You are given the following information for the year 197S— 

Rs. 

Purchases of materials 40,000 

Direct factory wages 60,000 

Manufacturing expenses 34,600 

Selling and distribution expenses 5,400 

Materials issued to production 37,200 

Manufacturing expenses recovered 34,440 

Selling and distribution expenses recovered 5^320 

Sales 1,50.000 

Stock of material at Dec. 31, 1978 9,800 

Stock of finished goods at Dec. 31, 1978 4,700 

Work-in-progress at Dec. 31. 1978 14,700 


imo Y ° u arc rct * uired ?° sh ow the accounts in the Cost ledger for the year 
1 v : *° P re parc the Costing Pro6t and Loss Account for the year and extract a 
trial balance. 

[Ans. Balances : Stores Ledger Control A/c Rs. 9,800 ; Mfg, Overhead 
Control A/c Rs. 160 ; Selling and Dist. Ov. Control a/c Rs. 80 ; 
W.I.P. Led. Control a/c Rs. 14,700; Finished goods Ledger 
Control a/c Rs. 4,700 ; Cost Ledger Control a/c Rs. 29,440] 

. ,_Th® Ledger of Morley Motors Ltd. showed the following 

balances as at 1st July, 1978. 
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Stores Ledger Account 
Work-.in-progress Account 
Finished Goods Account 
Works Overhead Account 
Administiation Overhead Account 
General Ledger Adjustment Account 


Rs. 

5,250 

3,920 

2.790 

30 


11,990 


Rs. 

50 

11,940 

11,990 


Further balances resulting from the 
June 1979, were— 


operation for the year ended 30th 


Rs. 

18,000 

19,650 

750 

30.750 

29,500 

1,250 

8,950 

300 

7,000 

900 


920 

58,600 

60,000 

670 


Stores Purchases . . ^ . 

Stores Issued to Production Orders 
Stores Issued to Repairs Orders 
Wages 

Productive Labour 
Unproductive Labour 

Work overhead allocated to Production Orders 
Carriage inwards 
Works Expenses 
Administration Expenses 
Administration overhead allocated to 
Production Orders 
Goods finished during the year 
Cost of Finished goods sold 
Sales Expenses 

Record the entries in the Cost Ledger Accounts for the year ended 30th 
June, 1979 and prepare a Schedule of Balances as at that date, explaining what 
each balance represents. 

(Ans. Balances : Stores Ledger a/c 3,150; W.I.P. a/c Rs. 3,420 : Adm. Over¬ 
head a/c Rs. 10 ; Finished goods a/c Rs. 2,310 ; General Ledger 
Adj. a/c Rs. 8,890. 

6. The Rajasthan Manufacturing Company, commenced operations on 
1st April, 1978 and completed the following transactions during the year ended 
31st March, 1979— 

(0 Purchased materials for Rs. 10,40,000. 

(//) Requisitioned direct materials totalling Rs. 6,00.000 for job orders. 
(Hi) Requisitioned indirect materials worth Rs. 60,000. 

(iv) Returned materials worth Rs. 20,000 to the vendors. 

(v) Returned materials to the store room : from job orders Rs. 24,000 
from indirect materials issued—Rs. 10,000. 

(vi) Paid for wages Rs. 13,00.000. 

(vii) Distributed wages as folic u s : direct labour Rs. 12,84,000 ; indirect 
labour Rs. 16,000. 

(v//i) Recorded additional actual overhead costs of Rs. 5,80.000. 

(ix) Applied overhead to production at 50% of direct labour cost. 

(x) Completed jobs during the year costing Rs. 23,00,000. 

(xi) Sold finished goods as follows : selling price-Rs. 37,00,000, cost 
of finished goods sold Rs 22,20,000. 

(x/i) Allowed credit for finished goods returned by customers Rs. 30,000. 

These finished goods cost Rs. 18,000. 

(xiii) Carried forward to next year the over or under applied overhead. 
Show how these transactions will be recorded in the cost Ledger of the 
company for the year 1978-79. 
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Also record only transaction 11th and 12th in the Cost Journal of the 
company. 

[Aos. Balance Stores Ledger a/c 4,44,000; W.l.P. Ledger a/c Rs. 2,02,000 ; 
Prod, overhead a/c- Rs. 4,000 ; Finished Stock a/c Rs. 98,000 ; 
General,Ledger Adj. a/c Rs. 7,48,000). 

7*. The following balances appeared in the books of M.K. Co. Ltd. on 
1st January, 1978 : 

Rs. Rs. 

General Ledger Adjustment Account 15,200 

Stores Ledger Control Account 8,750 

Work in progress Ledger Contingency Account 4,280 
Finished Goods Ledger Contingency Account 2,170 

15,200 15.200 


On 31st December, 1978 the following information was supplied ;— 



Rs. 

Rs. 

Purchase of Stores 


60,640 

Purchase for special job 


1.950 

Direct wages 

38,627 


Indirect factory wages 

9.543 


Administrative salaries 

6,731 


Selling and distribution salaries 

4,252 

59,153 


Production expenses 

Adminstration expenses 

Selling and distribution expenses 

Stores issued to production 

Stores issued to maintenance account 

Returns to suppliers 

Production overhead absorbed by production 
Administrative overhead absorbed by finished goods 
Selling overhead recovered on sales 
Products finished during the year 
Finished goods sold at cost 
Sales 


10.432 

9,?46 

6,430 

56,501 

2.586 

312 

23,410 

15,150 

9,515 

1,18,517 

1,33,382 

1,55.000 


You are required to record the entries in cost ledger for the^ear^_1978 


and prepare a Trial Balance. 


(Ans. Balances : G.L. Adj. a/c Rs. 18. *97 ; Stores LedgerCon.rola/c 
' Rs. 9.991 : W.l.P. Ledger contingency a/c Rs. 6,251 , Finished 
Goods Ledger Control a/c Rs. 2,455). 

(Hint. The term “ Contigcncy a/c” may be presumed for “Control a/c“.) 
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... T b. following i* .he General Ledger Con.ro! Accoun. » .he 


Cost 



aSog : 

?K£S?w- 

Finished Goods 



14.800 


Rs. 

7,000 

4,000 

2.000 


Opening Stock : 

Materials 
Work-in-Progress 
Finished Goods _ 

Purchases of Materials 

Production Overhead 
Administration Overhead 
Selling and Distribution 

Overhead 

Wages Sc Salaries, etc.: ^ 

Direct 
Indirect 
Idle Time 
Administration 
Selling Salaries & 
Commission 


Rs. 74,800 


Rs. 


13,000 

10,000 

11,000 

2,000 

4,000 


12,000 

5.900 
300 

2.900 


5,250 


Net Profit per Financial 

Accounts 


26.350 
8,450 
Rs. 74.800 


Stores :• 


Direct Materials Rs. 8.500 

Consumable Stores Rs. 1,000 

Ov "heads Recovered; T g" -1 ’ 

Selling & Distribution Rs. 9.000 

Finished<^e?head5, 0 an<Hbe < Profi.*& ^Loss^A/cj^as 

.hey would appear m .he Cos. Ledger. Net Pro fi. Rs. 8.450). 




econciiiation of Cost 
and Financial Accounts 


I N a big business where cost accounts are maintained indenPnrW 
of financial accounts, invariably there is a diffw™ P enaent 
shown by the two sets of books. The' result are ^f be reLncUed n 
order to establish accuracy of cost as well as financial aSu TK, 
reconciliation is possible because both set of books are written un 
from the same data. However, it is necessary that the basis for 
classification of income and expense in each case should be the same 
so that it is possible to compile manufacturing, office and sellinc 
overheads, etc. on the same lines in both the cases. ® 

Causes of difference 

Following are the main causes which cause difference between 
the results shown by cost accounts and financial accounts_ 

Items included in financial accounts only 

There are certain items which are included in the Financial 
Accounts but not in the Cost Accounts : rinanciai 

(a) Appropriation of Profits : 

(*) Appropriation to sinking funds. 

{it) Dividends paid. 

Taxes on income and profits. 

Transfer to general or specific reserves such as divi- 
aend equalisation reserve. 

Excess provision for depreciation of buildings, plant 
etc. and for bad debts. 


(«*<) 

(iv) 


(») 

(vi) 


Amount written off— goodwill, preliminary expenses, 
underwntting commission, discount on debentures 
issued ; expenses of capital issue etc. 
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(Wi) Capital expenditure specifically charged to revenue, 
(tntf) Charitable donations. 

Ih\ Purely financial charge* 

( (i) Losses on sale of investments, buildups etc. 

(it) Expenses on transfer of company s office. 

(In) Interest on bank loan, debentures, mortgages etc. 

(it?) Damages payable. 

(t?) Penalties and fines. 

(t?i) Losses due to scrapping of machinery. 


- - - — . 

Mi) Remuneration paid to the proprietor in 

1 fair reward for services rendered. 


excess of a 




fixed assets 


Purely financial incomes 

(i) Interest received on bank deposits. 

(ii) Profits made on the sale of investments, 

etc. 

(m) Transfer fees received. • 

(iv) Rents receivable (when rent is receivable from sub- 
letting part of business premise!—then it can be 
taken to cost accounts). 

( v ) Interest, dividends etc. received on investments. 

(t?i) Brokerage received. 

(vii) Discount, commission received. 

Items included in cost accounts only 

There are certain items which are excluded from the financial 
accounts but are included in the cost accounts 

(i) Charge in lieu of rent where premises are owned. 

(ii) Depreciation on an assets even when the book value of 
the asset is reduced to a negligible figure. 

(tii) Interest on capital employed in production but upon 
which no interest is actually paid (this will be the case 
when the firm decides to include interest in the over¬ 
heads). 


Overheads 

In cost accounts, the recovery of overheads is always based on 
estimate while in financial accounts, the actual expenses incurred 
are r-corded, with the result that there is either under-absorption or 
over-absorption of overheads. The under-recovery or over-recovery 
of overheads mav be carried forward to the next period or may be 
charred by a supplementary rate (positive or negative) or transferred 
to costing Profit and Loss Account as explained in Chapter 5. In 
case the under-recovery or over-recovery of overheads has been 
carried forward to the next period, the profit as shown by the 
costing books will be different from the profit as shown by the finan¬ 
cial books and adjustment will have to be made on this account. 
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Depreciation 

Different methods of charging depreciation may be adopted in 
cost and financial books. In financial books depreciation may be 
charged according to fixed instalment method or diminishing balance 
method while in cost accounts machine hour rate or any other 
method may be used. 

Abnormal gains and losses 

Abnormal gains or losses may completely be excluded from 
cost accounts or may be taken to costing profit and loss account. In 
the former case costing profit/loss will differ from financial profit/loss 
and adjustment will be required. While in the later case, there will 
be no difference on this account between costing profit or loss and 
financial profit or loss. In such a case no adjustment will be requir¬ 
ed on ihis account. Examples of such abnormal gains and losses 
are abnormal wastage of materials eg. by theft or fire etc., cost of 
abnormal idle time, cost of abnormal idle facilities, exceptional bad 
debts, abnormal gain in manufacturing through processes (when 
actual production exceeds normal production). 

Valuation of stocks 


(а) Raw materials. In financial accounts stock of raw 
materials is valued at cost or market price, whichever is less, while- 
in cost accounts stock can be valued on the basis of FIFO or LIFO 
or any other method (discussed in the chapter on "materials”). Thus 
the figure of stock may be inflated in cost or financial accounts. 

(б) Work-in.progress. Difference may also exist regarding 
mode of valuation of work-in-progress. It may be valued at prime 
cost or factory cost or cost of production. The most appropriate mode 
of valuing is at factory cost in cost accounts. In financial accounts 
work-in-progress may be valued after considering a part of adminis¬ 
trative expenses also. 

(c) Finished goods. Under financial accounts, stock of 
finished goods is valued at cost or market price whichever is lower. In 
cost accounts, finished stock is generally valued at total cost of pro¬ 
duction. If the circumstances warrant, prime cost or factory cost or 
cost of sales may be taken as the basis for valuing the stock of 
finished goods. 

Thus mode of valuation of stocks gives rise to different results 
in the two sets of books. 


The need for reconciliation will not arise in case of a business 
where Integral or Integrated Accounting system is- in use as there 
will be only one set of books both for financial.and costing records. 
But where thej^-tirc separate sets of books, reconciliation is impera¬ 
tive. 



'reparation of Reconciliation Statement or Memo¬ 
randum Reconciliation Account 

A Reconciliation Statement or a Memorandum Reconciliation 
account should be drawn up for reconciling profits shown by the 
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involves the 


RECONCILIATION OF COST AND FINANCIAL ACCOUNTS 

,wo sets of books. Results shown by sets °f books may be 

taken as the base and necessary adjustmem should be m.de to a 
at the results shown by the other set of books. The tecnmq 

preparing a Reconciliation Statement as well as a Memorandum 
Reconciliation account is discussed below 

Preparation of reconciliation statement 

The preparation of reconciliation statement 
following steps : b 

(1) Profit as per any set of books (cost or financial) may be 

taken as the base This is as a matter of fact the starting point^ for 
determining the profit as shown by the other set of bo ^ s ^ ft ^ r f 
making suitable adjustments taking into consideration the causes ot 

difference. 

(2) The effect of the particular cause of difference should be 
studied on the profitJ shown by the other set of books. 

(3) In case, the cause has resulted in an increase in the profit 
shown by other set of books, the amount of such increase should be 
added to the profit as per the former set of books which has oeen 
taken as the base. 

(4) In case, the cause has resulted in a decrease in the profit 
shown by other set of books, the amount of such decrease should be 
subtracted from the profit as per the former set of books which has 
been taken as the base. 


Example 

Profit as per Cost Accounts 
Works overheads under-recovered in cost accounts 
Interest on capital included in financial accounts 
Dividends received 

Rent for owned building charged in cost accounts 
Profit as per financial books 
There is a difference of Rs. 300 between the profit as shown 
by the financial book* and the profit as shown by the cost book*. 

A reconciliation statement can be prepared to reconcile, on the 
following basis, the profits shown by two sets of books. 

1. Profit as per cost accounts may be taken as the base. In 
other words, the profit as shown by the financial books can be found 
out if suitable adjustments are made in this figure of profit after 
taking into account the above causes of difference. 

2. Works overheads have been charged more in financial 
accounts than those in cost accounts. This means profit as shown 
by the financial accounts is less than the profit as shown by the cost 
accounts by Rs. 500 (the amount of under-recovery). Since profit 
as per cost accounts has been taken as the base,, the amount of 
Rs. 500 should be subtracted from this base profit to arrive at the 
profit as shown by the financial accounts. 


Rs. 

io,eoo 

500 

500 

1,000 

300 

10,300 
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3. The inclusion of interest on capital as an expense has 
resulted in decrease in profits as shown by financial books. In other 
words, the profit as shown by the cost books is more than the profit 
as shown by the financial bocks by Rs. 500 (the amount oi interest). 
The amount should, therefore, be subtracted from the base profit. 


4. Dividend received has been credited in financial books. 

This means the profit as shown by the financial books is more than 

the profit as shown by the cost books by Rs. 1,000. The amount 
should, therefore, be added to the profit as shown by the cost books. 

5. No charge is made in financial books for rent on owned 
buildings. The amount has however been charged in the cost books. 
It means the profit as shown by the financial books is higher than 
the profit as shown by the cost books by this amount. The amount 
therefore, should be added to the profit as shown by the cost books. 

The reconciliation statement may now be conveniently pre¬ 
sented in the following form : 


RECONCILIATION STATEMENT 


Particulars 

+ 

-5T— 

-oi- 

P, °^” under charged in cos, accounts 

* Interest on Capital included in financial accounts . 
Add : Dividends received 

Rent on owned buildings 

Rs. 

10,000 

1.000 
300 

Rs. 

500 

500 

| 11,300 

1,000 

Profit as per financial accounts 

1 10,300 

• 

LL 


In case, in the above example, the cost accounts show a loss 
of Rs 10 000. instead of a profit, the amount of loss should be put 
° n minus' column. The reconciliation statement should then be 

prepa'red on the same pattern as if there is a profit mstead of there 
being a loss. 

Preparation of memorandum reconciliation account 

The memorandum reconciliation account can be Pt e P a " d on 

Taking the above example, the memorandum reconciliation account 
will appear as follows : 
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^CONCILIATION OF COST AND FINANCIAL ACCOUNTS 

MEMORANDUM RECONCILIATION ACCOUNT 


Cr. 


Dr. ____ 


Particulars 

Amount 

Particulars 

Amount 

Rs. 

To Works overhead under¬ 
charged in cost accounts 
,, Interest on Capital in¬ 
cluded in financial 
accounts 

„ Profit as per financial 
accounts 

Rs. 

500 

500 

10.300 

11.300 

By Profit as per cost amounts . 
.. Dividends received 

Rent on owned building 

'10.000 

2-000 

JD0 


11.300 





Illustration 126 

From the following figures prepare a reconciliation statement . 

Rs. 


Net loss as per financial records 
-Net loss as per costing records . 

-Works overhead under-recovered in costing 
^Administrative overhead recovered in excess 

- Depreciation charged in financial records 
^Depreciation recovered in costing 
-Interest received but not included in costing 

* Obsolescence loss charged in financial records 
-Income-tax provided in financial books 

- Bank interest credited in financial boo** 

~ Stores adjustments (credit in financial booksj 

- Depreciation of stock charged in financial books 

Relation 

RECONCILIATION STATEMENT 


2.16.045 

1.72.400 

3,120 

1.700 
11,200 
12.500 

8.000 

5.700 
40,300 

750 

475 

6.750 



-Net loss at per costing records 
Less Works overhead under-recovered 
• Obsolescence loss not charged 
„ Income-tax not provided 

- Depreciation in stock 

% %• 

Add -.s Excess depreciation charged [12,500—11,200] 

- Excess administrative overhead , 

•, Interest received not included 

Bank interest 
. Stores adjustments 


Not Loss as per financial records 


1,72,400 

3,120 

5,700 

40,300 

6.750 


DlastratioB 127 

The financial Profit and Los* Account of a Manufacturing 
Company for the vear ended 31st March. 1979 is as.follows . 
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* 

Rs. 1 


Rs.. 

To Materials consumed 


By Sales 

1,24,000 

,, Carriage inwards 

34,000 

„ Works expenses 

12,000 



,, Direct wages 

ggg»P.‘jjM 

* 


„ Administration expenses 
,, Selling and Distribution 

4,500 



expenses 

6,500 



,, Debenture interest 

1,000 



„ Net profit 

15.000 




1,24,000 


1,24.008 






The Net Profit shown by the cost account for the year is 
Rs. 16,270, upon detailed comparison of the two sets of accounts it 
is found that : 

(а) The amounts charged in the cost accounts in respect of 

overhead charges are as follows *• Works overhead charged Rs. 11,500 
Office overhead charges Rs. 4,590 ; Selling and distribution expenses 
Rs. 6,640. — 

(б) No charge has been spade in the cos^accounts in respect of 
debentures interest. 

You are required to reconcile the profits shown by the two sets 
of accounts. 


Solution 

RECONCILIATION STATEMENT 




+ 

— 

Profit as per Cost Accounts 

Add : Overheads overcharged in Cost Accounts : 

(0 Office overheads : 

Cost Books 

Financial Bqoks 

i 

Rs. 

16,270 

90 

140 

Rs. 

(//) Selling and Distribution overheads : 

Cost Books 

Financial Books 

6,640 

6,500 


Less : (0 Works overheads undercharged in Cost 

Accounts : 

Financial Accounts 

Cost Accounts 

12,000 

11,500 

500 

1,000 

(//) Debenture Interest omitted from Cost 
Accounts 



Profit as per Profit & Loss A/c 
(Financial Books) 


16,500 

1,500 

| 

15,000 



Illustration 128 


A cycle manufacturing company, which commenced business 
on lit January 1978, supplies you with the following information 
and asks you to prepare a statement showing the profit per cycle 














RECONCILIATION OF COST AND FINANCIAL ACCOUNTS 

sold. Wagesand materials are »o ^ ch "f^ e ad on works 

overhead at 80 /, on wages nreDare a statement reconciling the 
cost. You are also required MW* * ” u „ t for the year ended 

3 1 st* December, 1978,'with that shown in the cost accounts. 

Two types of cycles are manufactured, namely Model ^ and 

sti fh. 5b 

year were Model A 1,200 and Model B 840. 


The particulars given are as under 


Model A 
Rs. 

80 

40 

200 


Model B 
Rs. 
100 
60 
300 


Materials per cycle 60 

Wages per cycle 200 300 

Selling price per cycle 

The works indirect expense, were Rs 80,000 and the office 
indirect expenses were Rs. 70,000. 

Solution 

STATEMENT SHOWING PROFIT PER CYCLE SOLD __ 


Particulars 


Materials per cycle 
Wages per cycle 

Works overhead (80% on wages) 


Model A Model B 


Works Cost 


Office overhead (20% on works cost) 




Rs. 

To Materials : 

Rs. 


Model A 
Model B 

96,000 

84,000 

1,80,000 

To Wages : 
Model A 

48,000 


Model B 

50,400 

98.400 

To Works indirect expenses 

80,000 

To Office indirect expenses 

70,000 

To Net Profit 


63,600 



4.92,000 


Total Cost 
Profit 

Selling Price 


PROFIT AND LOSS ACCOUNT 
For the year ended 31st Dec., 1978 


By Sales : 
Model A 
Model B 



2,40,000 

2,52,000 40*2,000 


4,92.000 
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STATEMENT OF RECONCILIATION 




+ 

— 

, .. Profit as Per Profit and Loss A/c 

Rs. 

Rs. 

63,600 

1,280 

Rs* 

Add : Works overhead under-charged in cost 
accounts : 

Works Indirect Expenses 

Works Overheads 

80,000 

78,720 


Less : Office overheads overcharged in cost 
accounts : 

Office Overheads 

Office Indirect Expenses 

71,424 

70,000 


1,424 

Profit as per Cost Accounts 

Model A : Rs. 17-60 per cycle on 1,200 cycles 
Model B: Rs. 50 40 per cycle on 1,200 cycles 

21,120 

42^36 

64,880 

63.456 

63.456 

1,424 


Illustration 129 


From the following particulars prepare (a) profit and loss 
account, (6) a statement showing the cost of manufacture and per¬ 
centage of each item of cost to total cost, calculating factory over¬ 
heads at 25% on prime cost and office overheads at 75% on factory 
overheads, (c) a statement reconciling the profit shown by the' cost 
accounts with that shown by the profit and loss account. 

The selling price is fixed at cost plus 25%. 


Stocks—1st Jan., 1978 

Rs. 

Raw Materials 

4.000 

Finished Articles 

Stocks—31st Dec. 1978 

8,COO 

Raw Materials 

6,000 

Finished Articles 

2,000 

Purchases of Raw Materials 

24,000 

Wages 

10,000 

Sales 

65.000 

Works expenses 

7,750 

Office expenses 

6,100 


COST AND FINANCIAL ACCOUNTS 
(a) PROFIT AT 
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kBCONCILIATION of 

Solution profit AND LOSS ACCOUN T 


To Opening stock on 
1-1-1978 : . 

Raw materials 
Finished articles 
To Wages 

To Purchases of raw 
materials 

To Works expenses 
To Office expenses 
To Net profit 


Rs. 


4,000 

8,000 

10.000 

24.000 

7,750 

6.100 

13,150 


73.000 


By Sales 

By Closing stock on 
X 31-1M978: 

Raw materials 
Finished articles 


Rs. 

65.009 


6.000 

2,000 


73.000 


' (As per Cost Books) -- 


Particulars 


Amount 


Raw Materials : 

Opening stock 
Purchases 


less: Closing Stock 

Materials used 
Wages 


FactoryoverheadJ (25% on Prime CoM) 

Offic^oveUicads (75% on Factory overh. 
Tetal Cost (Cost of Production) 


.-cent age 
of each 
item of 
cost to 
I Total Cost 


Rs. 

4,000 

24.000 



28,000 

6,000 


47*83 

2174 


22,000 

10.000 


32.000 

8.0C0 

r~ 0 

•Si t*i 

) 

40.000 

6.000 

86*96 

1304 


46.000 

100-00 


STATEMENT OF PROFfT 
{As per Cost Books) 


Stock of Finished goods on 1st January, 1978 
Add : Cost of Production 


Less 

Add 


Stock of Finished goods on 31st December, 1978 

Cost of goods sold 

Profit of 25% on cost (Cost of goods sold) 

Sales 


Rs. 

8,000 

46,000 

" 54^000 
2 000 


52,000 

13,000 

6S.0CW 
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(c) RECONCILIATION STATEMENT 


Profit as per Cost Accounts 

Acid : Factory overhead overcharged in Cost Accounts : 

Cost Books o So 

Financial Books 7*730 

Lest : Office overhead undercharged in Cost Accounts • 

Rs 


Cost Books 
Financial Books 


6,000 

6,100 


Profit as per Profit and Loss Account 

(Financial Books) 



N "“' g SSSSsr= 

Illustration 130 


Ashoka Engineering Co. manufactures two sizes of machine 
components, Size A and Size B. The following data refer to the 
year ended 31st December, 1978 : 



Size A 

Size B 

Production 

125 uoits 

400 units 

Saks 

120 units 

360 units 


Rs. 

R-. 

Wages cost per unit 

40 

30 

Material cost per unit 

15 

12 

Selling price per unit 

125 

90 


All expenses other than wages and materials are analysed under 
works overheads’ which during the year amounted to Rs. 9,000 and 
‘office overhead*’ which amounied to Rs. 10,000. 

In fixing the selling price it was estimated that works over- 

hC ooi 2/ OU d be taken at 50 % on wages and office overhead expenses 
i ajjj / 0 on works cost. 

\ou are required to compute the following : 

(а) The total cost of each unit on the basis of the above over¬ 
head percentages ; 

(б) The net profit for the year shown by the financial 
accounts, valuing unsold stocks at actual material and 
wages cost plus works overhead at 50% on wages ; and 

(c) The reconciliation of net profit in (6) above with the 
estimated total net profit based on cost figures 



FINANCIAL ACCOUNTS 
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RECONCILIATION OF COST AND 
Solution 


S TATEMENT OF COST PER UNIT 
Particulars I 


Size A Size B 


Materials 

Wages 

Prime Cost 

Works overhead (50% on wages) 
Works Cost 

Office overhead (33*% on works cost) 

Total cost per unit 


STAT EMENT OF PROFIT AS PER COST ACCOUNTS 
Particulars s,zc A 


Total cost of Production : 

Size A : 125 units @ Rs. 100 per unit 
Size B : 400 units @ Rs. 76 per unit 
Less : Stock unsold— 

Size A : 5 units @ Rs. 100 per unit 
Size B : 40 units @ 76 per unit 

Cost of Sales 
Profit 

Selling Price 

(Total Profit Rs. 8,040) 


Size A 

Size B 

Rs. 

Rs. 

12.500 

30.400 

500 

3.040 

12.000 

3.000 

27,360 

5,040 

15,000 

32.400 


To Materials : 

Size A 
Size 8 

To Wages : 

Size A 
Size B 

To Works expenses 
To Office expenses 
To Net profit 


PROFIT A LOSS ACCOUNT 

I ESI I T“~ 


Rs. 

1,875 

4.800 


5,000 

12,000 


6,675 


By Sales : 
Size A 
Size B 


Rs. 

15,000 

32,400 


17,000 

9,000 

10,600 

7,380 

50,055 


By Stock valued at works 
Cost: 

Size A 

(5 units (g Rs. 75) 375 

(4Q C units @ Rs. 57) 2,280 


47,400 


2,655 


50.055 
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RECONCILIATION STATEMENT 



i 

_l 

+ 

— 

Profit as per Cost Accounts 

Less : Under-recovory of works overhead in 
cost accounts : 

Works expenses 

Work overhead 


Rs. 

8,040 

Rs. 

500 

Over-valuation of closing stock in 
cost accounts: 

Size A : Rs. (500- 375) 

Size B : Rs. (3,040 -2,280) 

125 

760 


885 

Add: Over-recovery of office overheads in cost 
accounts 

Office overheads 

Office expenses 

10,725 

10,000 

725 




8,765 

1 - 385 

Profit as per Profit and Loss Account 


7,380 



Illustration 131 


In a factory two types of radios are manufactured ; viz., 
‘Popular' and ‘Deluxe' models. From the following particulars 
prepare a Statement showing cost per radio and profit per radio 
sold. There is no opening or closing stock. 


Labour 

Materials 

Works overhead is charged at 8 
head is taken at 15% on Works Cost. 


-jroDuiar i iuiuj juiu **•& *•— i—-— - _ . . . . 

each and Deluxe' radios sold are 286 at Rs 1,100 each. Ascertain 
the total profit as per Cost Books from the above particulars If the 
works expenses are Rs. 87,000 and office expenses Rs. 58^00 find 
out the actual profit made and prepare a Reconciliation Statement 
to reconcile the cost profit with the profit disclosed by the Financial 
Books. 


‘Popular’ 

‘Deluxe’ 

Rs. 

Rs. 

46,800 

62,920 

81,900 

1,08,680 

labour, and office over- 

1 are 234 

at Rs. 1,000 







Particular* 


Popular 

Model 


Radios Manufactured and Sold 


Average Cost of Mate rials 
Average Cost of Labour 

Prime Cost 

Works Overheads—80% on Labour 
Works Cost 

Office Overheads-15% of Works Cost 

Total Cost 
Selling Price per Radio 

Profit per Radio 


Total Profit as per Cost Books : 

234 x 183*50—Rs. 42,939 00 
“*•’-286 x 207 60-Rs. 59,373-60 


Rs. 1.02,312-60 


234 


Rs. 
350 00 
200 00 


550 00 
160*00 


71000 

106*50 


816-50 

1,000 00 


183-50 


PROFIT AND LOSS ACCOUNT 



Particulars 



Profits as per Cost Accounts 

Add : Works overheads overcharged in Cos! Accounts : 
Works overheads Rs. 87,776 

Works expenses Rs. 87,000 


Add : Office overheads overcharged in Cost Accounts : * 
Office overheads Rs. 58.211-40 

Office expenses Rs. 58,000 00 

Profit as per Profit Jt Lot* A/c 


1,02,312 

776 

211 


1,03.300 
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IUmstrmticm 132 


The Trading and Profit &. Loss Account of a company for the 
year ended 31st December, 1978 i- r.s follows : — 


To Material consumed 

Rs. 

1.09.600 

By Sales (2.400 units) 

Rs. 

2,40,000 

ToWages 

To Factory Expenses 

60.400 

33.200 

By Stock of fioished goods 
(80 units) 

6.400 

To Administrative Expense^ 
To Selling & Distribution Exp. 
To Preliminary Expenses 

To Interest on Loan 

15.296 

18.000 

1.400 

1.000 

By Work-in-progress 

Materials 3,360 
Wages 1.440 
Factory Expenses 800 

5.600 

To Net Profit 

13,824 

2,58.7*0 

By Dividend received 

720 

2,58.720 


The compa.., manufactures a standard unit. In the cost 
accounts Factory Expenses have been charged to the production at 
20% on Prime Cost ; Administration Expenses at Rs. 6/- per unit 
on total units produced and seUing and distribution expenses at Rs. 
8/- per unit sold. 

You are required to prepare a costing profit and loss account 
of the company and a reconciliation statement for reconciling the 
difference in the net profit as shown by the financial Profit and Loss 
account and the costing Profit and Loss .account. 

Solution 


COSTING PROFIT AND LOSS ACCOUNT 


Particulars 

1 

Amount i 

Particulars 

Atnount 

To Materials consumed 

To Wages 

RJ—1 
1,09,600 
60,400 

By Sales 


Prise Cost 

To Factory overhead at 20% 
on prime am 

1,70.000 

34.000 


■ 

Gras Works Oat 

Less : Closing slock of W.l.P. 
Materials 3,360 

Labour 1.440 

Works or 

(20% of 4.800) 960 

2,04.000 

5.760 


■ 

. Works Cost 

To Ado. overheads (a) Rs. 6 
per unit produced (2,400 
uans+ 80 units in stock 
-2.480 

1,98.240 

14.880 


■ 




Hi 


(account cc p t i ma n on not pate) 










RECONCILIATION OF COST A»D FINANCIAL ACCOUNTS 


Less : ClosiDg stock of 
finished goods 


(W-) 

6,875 

To Selling & Distribution 
overheads @ Rs. 8 per 
unit sold 
(units sold 2,400) 

2.06.245 

19,200 

Cost of sales 
Total profit 

2.25.445 

14.555 


2.40.0C0 


RECONC ILIATION STATEMENT 
Particulars 


Profit as per Cost Accounts 

Add • Dividends received excluded from cost accounts 
Over Absorption of factory overheads in cost 
accounts . „ .. 

Over-absorption of selling and distribution 
overheads in cost accounts 

Less : Preliminary expenses excluded in cost accounts 
Interest on loan not included in cost accounts 
Under-absorption of administrative overheads 
in cost accounts 

Over-valuation of closing stock of finished goods 
in cost accounts 

Over valuation of Cl. St. of W.I.P. in cost a/cs 



17,275 


13,824 



Profit as per financial accounts 


Illustration 133 

Modern Company Limited furnishes the summary of Trading 

_ _ _ F * „ . i*o» - r\__W_ I07C . 


To Raw Materials 
To Direct wages 
To Production Overheads 
To Administration 
Overheads 

To Selling and Distribution 
Overheads 

To Preliminary Expenses 
written off 

To Goodwill written off 
To Dividends (Net) 

To Incoroe-tax 
To Net Profit 


Rs. 


1,39,600 

By Sales (12,000 units) 

76,200 

By Finished Stock 

42,600 

(200 units) 

39,100 

By Work-in-progress : 

Rs. 

42,700 

Materials 28,200 

Wages 11.796 

2.200 

Production Over¬ 
heads 7,999 

/.50I 

3,000 

By Interest on Securities 

4,100 

(Gross) 

1,89.994 


5.41,995 

* 


Rs. 

4,80,000 

8.000 


47,995 

6,000 

5.41.99$" 
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The company manufactures a standard unit, scrutiny of cost 
records for the same period shows that : 

^ I ac ' or V overheads have been allocated to the production at 
20% on Prime Cost. 

(ii) Administration overheads have been charged at Rs. 3 per 
unit on units produced. . 

{Hi) Selling and Distribution expenses have been charged at 
Ks. 4 per unit on units sold. 

You are required to prepare a Statement of Cost to work out 
Profit as per Cost-Accounts and to reconcile the same with that 
shown in the financial accounts. 

(C.A. Inter. Nov., 1977 ) 

Solution 

STATEMENT OF COST OF MODERN CO. LTD. 

For the year ended 31st Dec. 1976 



Materials consumed 
Direct wages 


Add : Factory Overheads @ 20% of Prime Cost 


Less : Closing Work-in-progress : 

Materials 

Wages 

Production Overheads 
(20% on Prime Cost of Rs. 39,996) 


Rs. 

28.200 

11,796 

7,999 


Add : Administration overheads 

@ Rs. 3 per unit on 12,200 units 


Production : 12,200 Units 


Amount 

Rs. 


I 1,39,600 
76,200 

Prime Cost 2,15,800 

43,160 

Gross Factory Cost 2,58,960 


47,995 


Factory Cost 2,10,965 


Total Cost of Production 


a v vi m i ww>»ivu 

Less : Cost of finished goods stock 

Cost of production of goods sold 
Add : Selling & Distribution overheads 

@ Rs. 4 per unit on 12,000 units 

Cost of sales 
Profit 


36,600 



2,91,507 

1,88,493 
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^CONCILIATION OP COST AND PIN\NCIAL 


ACCOUNTS 


RECONCILIATION STATEMENT 


- 

+ 

Rs 

Rs. 

S^X%d~of^oTov«rh«ads 

Closingstoclcovervalued in financial accounts 

U ” 1 off'Mnei'al a,cs 

Goodwill written off 

Dividend 

Tax 

1.88.493 

560 

5,300 

6,000 

3,942 

2.500 
2.200 

2.501 
3.000 
4,100 

2,04.295 

14.301 

Profit as per financial accounts 

"Tw.994 





Illustration 134 

ing the"costing profits with those shown by financial accounts . 
TRADING AND PROFIT & LOSS ACCOUNT 


iFor the year ended 31st Dec. 1976) 


Materials consume d 
Direct wages 

Indirect Factory Expenses 
Office Expenses 
Selling and Distribution 
expenses 
Net Profit 


Rs. i. 
1.50.000 
75.000 
45,000 
13.500 

9.000 
7.500 ; 

Sales (1.50.000 units) 

3.00,CK)0 

3.00.000 1 

1 


3.00.000 




■-— / 

arc for 


The normal output oi tne laciory » -. 

expenses of a fixed nature are Rs. 27,000. Office expenses arc .or 
al/praoical purposes constant. Selling and distribution expenses 

s p — »& — *- ’■° J0 “ d SSSSm 
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Solution 

STATEMENT OF PROFIT AS PER COST ACCOUNTS 

Sales : 1,50,000 Units 


Materials consumed 
Direct wages 


Works overheads : 


Variable 

Fixed 


Office overheads 


Selling and Distribution overheads : 

Variable 

Fixed 


Prime Cost 


Rs. 

18,000 

18,000 


Works cost 


Office cost 


Rs. 

6,000 

2,000 


Cost of sales 
Profit 

Sales 


Rs. 

1,50.000 

75,000 

2,25.000 


36,000 

2,61,000 

9,000 

2,70,000 


8,000 

2,78.000 

22,000 

3,00.000 


RECONCILIATION STATEMENT 


Profit as per financial accounts 
Add : Under-recovery of works overheads in cost 
accounts 

Undcr-recovery of office overheads in cost 
accounts 

Under-recovery of selling and distribution 
overheads in cost accounts 



Profit as per Cost Accounts 


Working Notea 

1. Total Factory overheads are Rs. 45,000 out of which Rs. 27,000 are 

fixed. Thus Rs. 18.C00 are variable. In cost accounts fixed factory overhead 
rate must have been determined on the basis of normal output of Rs. 2,25,000 
units. Thus the fixed factory overheads recovered in costs would be Rs. 18,000 

( ~ 2^5000 x Variable overheads would also be Rs. 18000 in 

cost a/cs. 

2. On the same basis Rs. 9.0C0 ( Rs. 13.500x * by way of fixed 

office overheads and Rs. 2.000 ( Rs. 3,000- ^ ) by way of fixed selling 
«nd distribution overheads must have been charged in cost accounts. 








RECONCILIATION OF COST AND FINANCIAL ACCOUNTS 

Illustration 135 , _ _ , y 

The following represents the Trading and Profit and Loss 

Accoum Of a manufacturer of a standard fire extmguishers = _ 

To Materials used [^0 00 of finished goods ’lisU SO 

14!05500 
20.527 50 


To Materials used 
To Productive W3ge$ 
To Factory expenses 
To Gross Profit c/d 


By Sales 

By Stock of finished goods 
By Works-in-progress— 

Materials 2,800 

Wages 

Factory expenses 1,170 


5.530 00 


82,342 50 

To Administrative expenses 13.650 00 By Gross profit b/d 
To Net profit 6,877-50 

20.52*^-50 


82.34250 

20.527-50 


20.527-50 


1,550 Extinguishers were manufactured during the year, and 
i ,500 were sold during the same period. 

The cost records showed that Factory Expenses work ou at 
Rs. 25 and Administrative Expenses at Rs. 9 0625 per ar lcle 
produced ; the Cost Accounts showing an estimated total prom oi 

Rs. 7,031-25 fox the year. . nromrp 

From the foregoing information you are required to prepare 
(a) Factory Overheads A/c (6) Administrative Overheads A/c in 
costing books (c) An account showing reconciliation between the 
total net profit as per the cost accoun-s and the net profit shown in 
the financial books. 

o u ton FACTORY OVERHEADS ACCOUNTS_ 


To General ledger adjust¬ 
ment actual a,c tactual 
factory expenses) 


14,05500 


By Work-in-progress ledger 
control A/c 

[Rs. 12.787-50 on 1.550 
units @ Rs. 8-25+Rs- 
1,170 included in work- 
in-progress) 

By balance being under- 
recovery 


14.05500 


13,957-50 

97-50 

14.05*00 


(6) ADMINISTRATIVE OVERHEADS ACCOUNT 


To General ledger adj. A/c 
(actual administration 
overheads) 

To balance beiDg over-reco¬ 
very 



By Finished goods ledger 
control A/c 
(1,550 @ Rs. 9 0625) 


14,046-87 


14,046-875 
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(c) RECONCILIATION ACCOUNT 


To Under-recovery of fac¬ 
tory overhead (in Cost 
Books) 

To Closing stock of finished 
goods overvalued (in 
Cost Books 50 units 
x Rs. 9 0625) 

To Profit as per profit and 
loss A/c 


97,500 


453-125 
6.877-500 
7.428 125 


By Profit as per cost acco¬ 
unts 

By Over-Recovery of Admi- 
nistration Overhead (in 
Cost Books) 


Rs. 

7,031-250 


396-875 


7,428-125 


Illustration 135 

The Manufacturing Account of X Y Ltd. is as follows :— 
MANUFACTURING ACCOUNT 
For the year ended June , 30, 1979 


Rs. Rs. 

w Materials : By Cost of goodsjnanufac- 


To Raw Materials : 

Opening Stock 25,000 
Purchases 1,00,000 

1.25.000 

Less : Closing stock 30,000 

Materials consumed 
Wages—direct 

Prime Cost 
Factory overheads : 

Power 20,000 

Wages indirect 30.000 
Rent and Rates 10,000 
Heating 5,000 

Depreciation 6,000 

Gross Works Cost 
Deduct work-in-progress : 

Closing Stock 20,000 
Less : Opening Stock 16,000 


tured 




The Profit and Loss Account reveals a profit of Rs. 60,000 for 
the year. In the Cost Accounts the valuations placed on stocks 
were : 


Raw Materials—Opening Stock 
Closing Stock 

Work-in-progress—Openirg StocV 
Closing Stock 


Rs. 

25,300 

29,600 

15,500 

19.900 


Profit shown in the Costing Profit and Loss Accounts was Rs. 
59,700. Prepare a Reconciliation Account. 
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Solution 


RECONCILIATION ACCOUNT 


KtU. 

To Under-valuat ion of stocks 

Rs. 

By Profit as per financial 

7 accounts 

Rs. 

60.000 

in financial accounts 

Raw materials (opening) 

300 

By Overvaluation of opening 
stock of work-in-progress 

500 

Work-in-progress. . 

(closing) 

100 

in financial accounts 

To Over-valuation of closing 




stock of work-in-progress 
in financial accounts 

400 



To Profit as per cost ac- 

rAttntc 

59.700 



CUUDIS 


60,500 


60,500 



__ 



QUESTIONS 


theoretical 

cd by two sets of accounts by application of overheads to costs, 
financial ^SlSTThS We 

reconciliation. v 

PRACTICAL ^ „ 7 

4. The Net Profit of a Manufacturing CoJ-td. appeared a Rs 
as per Financial Records for the year ended 31st December, 197*. The cost o ^ 
however, showed a net profit of Rs. 86.200 for the same peri • . 

the figures from both the sets of accounts revealed the following tacts . 

RS. 


1,560 

850 

5.600 

6,250 

4,000 

2.850 

20.150 

375 

237 


Works overhead under recovered in costs 
Administrative overhead over-recovered in cos's 
Depreciation charged in Financial Accounts 
Depreciation recovered in Costs 
Interest on Investments not included m Costs 
Loss due to obsolescence charged in Financial Accounts 
Income-Tax provided in Financial Accounts 
Bank Interest and Transfer Fees in Financial Books 
Stores Adjustments (credit in Financial Books) 

Loss due to depreciation in stock values (charged in ^ ^ 

Financial Accounts) . ’ - 

profit shown by the Financial Accounts amounted to Rs. 19,760. on reconciling 
the figures the following differences are brought to light. 

(а) Overheads in the cost-accounts were estimated at Rs. 7^00. i n 

charge for the year shown by the Financial Accounts was 

(б) Directors’ fees not charged in the cost accounts amounted to Rs. 750. 
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(C> Jcb e ts C ° mpany h3S allocatcd Rs - 600 to a general provision for bad 


id) Work was commenced during the year 
expenditure of Rs. 12.000 was incurred, 
provided for in the financial accounts. 

(e) Transfer fees received amounted to Rs. 28. 


on a new factory and 
Depreciation of 5% was 


(/) The amount charged for income tax Rs. 9,000. 


Pin^«o P i rc f arc a slatcmcnt reconciling the figures shown by the Cost and 
rinancial Accounts. ( 2 J. Com _ Poona) 


6. From the following particulars prepare : 

(0 a Statement of cost of manufacture for the year 1978. 

(«) a statement of profit as per cost accounts, and 
m profit & loss account in the financial books and show how you 
an > d (//i* l,ribUtC thC d ' ffcrcncc in the P rofil as shown by (/i) 


Rs. 

Opening stock of raw materials 30 000 

Opening stock of finished goods 60 000 

Purchase of raw materials 1 so.000 

Stock of raw materials at the end 45,000 

Mock of fioished goods at the end 15 000 

Wages 75 000 


. . Calculate the factory overheads at 25% on prime cost and ofbee over¬ 

heads at 75% on factory overheads. 

Actual works expenses amounted to Rs. 58,125 and actual office expenses 
amounted to Rs. 45,750. The selling price was fixed at a profit of 25% on cost. 

(Ans.: Profit as per cost accounts Rs. 97,500 : Profit as per financial 
accounts Rs. 98,625) 

7. During the year a company's profits have been estimated from the 
costing system to be Rs. 46,126. whereas the final accounts prepared by the 
auditors disclose a profil of Rs. 33,248. Given the following information, you 
are required to prepare a reconciliation statement showing clearly the rcasoos 
for the difference : 


PROFIT AND LOSS ACCOUNT 


For the year ended 30th June , 1979 


Rs. 

To Opening Stock 4,94.358 
To Purchases 1.64,308 

Rs. 

By Sales 

Rs. 

6.93,000 

6,58,666 

Less : Closing stockl,50,242 

5,08,424 
46,266 
41,652 
96,658 



To Direct wages 

To Factory overhead 

To Gross Profit c/d 




6,93.000 


6,93,000 

To Administration expenses 
To Selling expenses 

To Net Profit 

19,690 

44,352 

33,248 

By Gross Profit b/d 

By Sundry Incomes 

96,658 

632 


97,290 


97,290 



. 

— __ _ 
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(a) Stock Ledger closing balance is of Rs. 1,56,394 ; 

( b ) Credit balance in Wages control A/c is Rs. 49,734 ; 

(c) Credit balance in Factory Overhead Control A/c is Rs. 39. ; 

(d) Administration expenses are charged to sales at 3% of se mg pr 
cost accounts; 

(*) Selling price includes 5% (on sales) provision for selling expenses ; 

(/) Sundry incomes is not considered in Cost Accounts. 

8. The Hind workshop started on 1st January 1978 inanuf acturmg 
types of machines styled as A and 3 You are «skcdto| 
showing the cost of each type of machine as well as profit on its sat - 

Materials used for manufacturing A and B types a c\ 

Rs. 75,000 respectively, while the labour charges are Rs. 75.000 and Rs. W.uw 
Works overhead is charged at 70% on labour and office overhead at 20 /c on 

works cost. 

250 machines of A type and 150 machines of type were ^anufactured 
and sold during the year at an average price of Rs. 2.000 and Rs. 2,500 P 
tively. Find the cost of production per machine of each type and alsoP P 
profit and loss account for the period in the financial books. *he actu_ 
expenses for A and B types were Rs. 47.000 and Rs 40000 respectively 
actual office expenses were Rs. 52.700 and Rs. 38,500 respectively. Reconcile 
the profit figure; of the two sets of looks. 

[Ans. Profit as per Cost Accounts Us 3,59.60U ; 

Profit as per Financial Accounts Rs. 3,6I,8W .] 

9. The following information has been obtained from the records of 
Freezer Ltd., a manufacturer of one tonne air-conditioners : — 

Rs. 


two 
statement 


(o) Materials per machine 
Wages 

Number of machines manufactured and sold 
Selling price per machine 

(6) Works overhead to be charged @ 60% of 
the wages 

(c) Office overhead to be charged @ 20% of 
works cost 

(d) There were no stocks of Machines or work-in-progress at the begin¬ 
ning or at the end of the period. 

Prepare a statement showing the profit per machine sold. Also prepam a 
statement showing the actual profit if works expenses were Rs. 43,000 and office 
expenses were Rs. 48,000 as per the financial records. 

You arc also required to reconcile the profit as shown by the costing 
records with that shown by the financial records. 

[Ans. Profit as per cost accounts 57,760. 

Profit as per financial accounts Rs. 57,0001 

10. From the following Profit and Loss Account, draw up a Memo¬ 
randum Reconciliation Account, showing the Profit as per Cost Accounts : 


1,500 

900 

80 

4,250 
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PROFIT AND LOSS ACCOUNT 
For the year ended 3.3.1979 


-To Office Salaries 
„ Office Expenses 
Sales Expenses 
»• Distribution Expenses 
,, Loss on Sale of Machinery 
Fines 

.» Discount on Debentures 
.. Net Profit 


To Income-tax 
•» Reserve 
„ Dividend 

„ Balance carried down 


Rs. 

11,282 

6,514 

14.226 

2.990 

1.950 

200 

100 

17,936 


55,198 


By Gross Profit 
„ Dividend Received 
„ Interest on Bank deposit 




By Net Profit 


55.198 


17,936 


17,936 


(Calcutta Univ., B. Com.) 
(Ans. Profit as per cost accounts Rs. 19,606] 

11. The following figures were available in respect of Ashok Engineering 
Company for the year ended 31st December, 1978 : 


Financial Cost 
Accounts Accounts 



Opening stock : 

Raw Material 
Work-in-progress 
Finished stock 
Closing Stock : 

Raw Material 
Wcrk-io-progress 
Finished Stock 
Purchases 
Direct Wages 
Indirect Wages 
Factory Expenses 
Sales 

Administration Expenses 

Selling Expenses 

Financial Expenses 

Interest and Dividends Received 

Transfer to Reserve 

Dividends 


6,000 

7.000 

5,000 

4.000 

3.OC0 

5.900 

40.000 

20,000 

3.000 

17.000 

1 . 10,000 

3.000 

4,000 

1.000 

1,600 

4.000 

9,000 


5.C00 

6.500 

4.500 

4,3 r 0 

3,700 

6,200 


21,000 absorbed 

2 .300 absorbed 
4 ,500 absorbed 


Compute profit in Financial Accounts as well as in Cost Accounts and 
prepare a Memorandum Reconciliation Account. Show clearly , *) c <n Jf as0DS 
the variation of the two profit figures. Last year’s profit was Rs. 7,500 

(Andhra Univ. B . Com.) 

[Ans. Profit as per financial accounts Rs. 18,500 (before appropriations); 
Appropriation a/c profit Rs. 13.000 ; Profit as per cost accounts Rs. 17.400J 

12. The following transactions have been extracted from the financial 
books of Maheshwari Bros: 
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Sates 

Materials 

Wages 

Factory Overheads 
Office and Administration 
Overheads 

Selling and Distrioution 
Overheads 
Closing Stock : 

Finished goods 
Work-in-progress: 

Materials 3,000 

Wages 2,000 

Factory Overhead 2,000 


Rs. 

2,50,000 

1 , 00.000 

50,000 

45,000 

26.000 

18.000 

15,000 


7.000 


Umu 

20,000 


1,230 


20,000 

2.000 


Good will Written off 
Interest on Capital — 

In Costing Books Factory overhead is c , h *L l ffiJ a a, an 1 d 0 d , istributi^ , »t the 
nistration Overhead at 10% of factory cost I( t 0 nciling the Profit as per 

rate of Re. 1/- per unit sold. Prepare a statement reconciling me 

Cost and financial accounts. . Pc 30 000 

rAns. Profit as per Cost Accounts Rs. 

Profit as per Financial Accounts Rs. 11,000.] 


follows: 


13. A Company's Trading and Profit and Loss Accounts was as 


To Purchases 
Less : Closing Stock 


To Direct Wages 
„ Works Expenses 
,, Selling Expenses 
„ Administration Expenses 
„ Depreciation 
„ Net Profit 



21.130 
10,500 

12.130 

7.100 
5,340 

1.100 

20.300 


By Sales : 50.000 unit @ 
Rs. 150 each 
„ Discount received 
„ Profit on sale of land 


a 

Rs. 

75,000 

260 

2,340 


I- 


77,600 


77,600 


The Profit as per Cost Accounts was only Rs, 19,770. Reconcile the 
financial and Cost profits using the following information : 

(а) Cost accounts valued closing stock Rs. 4,280. 

(б) The work expenses in the Cost accounts were taken as 100% 

direct wages. . 

(c) Selling and administration expenses were charged in the Cos acco¬ 
unts at 10% of Sales and Rs. 0 10 per unit respectively. 

(</) Depreciation in the cost accounts was Rs. 800. 

14. The following is the Trading and Profit& Loss Account of Time and 
Tide Limbed for the year ended 31st December, 1978 . 
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To Materials Consumed 
,, To Direct wages 
„ Works overheads 
,. Administration over¬ 
heads 

.. Selling and Distribution 
o.e; heads 

.. Net profit for the year 

Rs. 

7.08.000 

3,71.000 

2,13.000 

'5,500 

1.13,500 

69.000 

1 

By Sales 30.000 units 
Finished Stock 1.000 
units 

• ,. By Work-in-progress : 

Materials 17.000 

1 Wages 8 000 

Works ovc»head 5.000 

Rs. 

15.00.000 

40.000 

30.0CO 

1 

1 



15.70,000 

|j 

15,70.000 

-- 

_ _ 

1_ 



Manufacturing a standard unit, the company’s cost records show that ; 

(/) Works overhead have been charged to work-in-progress at 20% on 
prime cost 

00 Administration overheads have been recovered at Rs. 3 per finished 
unit. 

(m) Selling end distribution overheads have been recovered at Rs. 4 per 
ur.it suid. 

(iv) 1 he under-absorbed or over-absorbed overheads have not been ad¬ 
justed into Costing P. and L. A c. 

Prepare : 

(i) A Costing Profit and Loss Account indicating net profit. 

(i7) A statement roconciling the profit as disclosed by cost accounts and 
that shown in financial accounts (/?. Com., Delhi) 

[Ans. Profit as per Costing Profit and Loss Account Rs. 66,000] 

(Hint. Finished stock valued at Rs. 43*80 per unit in Cost Accounts] 

15. From the following information '/) determine the profit as it would 
oe shown by cost accounts, and (ii) prepare a statement reconciling it with pro¬ 
fit shown by financial accounts :— 


TRADING AND PROFIT AND LOS? ACCOUNT 
For the year ended 31st December, 1978 


Materials consumed 

Direct Wages 

Indirect Expenses iworks 
Office expenses 

Selling and distribution ex¬ 
penses 

Net Profit 

Rs. 

1.00.0C0 

50,000 

30,000 

9,roo 

6,000 

5,000 

Sales (l.OO.COO units) 

Rs. 

2,00,000 

Total 

2.00.000 

Total 

2.00,000 


C=ZB.. 



The normal output of the factory is 1.50,000 units. Works expenses ot a 
fixed nature are Rs. 18,000. Office expenses are for all practical purposes cons¬ 
tant. Selling and distribution expenses arc constant to the extent of Rs. 3,000, 
and the balance varies directly with sales. (B , Com. Raj. and Delhi ) 

tAos. Profit as per cost accounts Rs. 15,000) 
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16. The following is the summarized version of Trading and Profit and 
Loss Account of Continental Enterprises Limited for the year ended 31st 
December, 1976 : 


Rs. 

96.000 





During the year, 6,000 units were manufactured and 4,800 of them were 


The costing records show that works overheads have been estimated at 
Rs. 3 per unit produced and administration overheads at Rs. 1*50 per unit pro¬ 
duced. The costing books show a profit of Rs. 11.040. 


Prepare Factory Overheads Account. Administration Overheads Account 
and an account showing the reconciliation between the total net profit as per the 
cost accounts and the net profit shown in the financial books. 

(B Com. {Hons). Delhi 78) 
(Ans. Under recovery Factory overheads Rs. 4,800. Over-recovery <*f 
Adm. Overheads Rs. 3,000. Overvaluation of closing stock of 
of finished goods in cost a/cs Rs. 840). 
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-^Integrated 

Accounts 


manufacturing firm has to adopt a system of accounting which 
- not only provides it with data for ascertaining the cost ot 
each of its products, jobs or processes with necessarv analysis but 
also makes possible for it preparation of Profit and Loss Account 
and Balance Sheet to know the overall position of the business. 
The svstem mav be non-integral or integral. Under the non-integral 
accounting system separate ledgers are maintained for cost account¬ 
ing and financial accounting. This requires analysis ol basic trans¬ 
actions twicc-once in Financial Accounts and again in_ Cost 
Accounts. In financial Accounts, analysis is made b > nature of 
expense while in cost accounts the same transaction will undergo 
functional analysis in order to compute the unit cost of production. 
For example, all salaries paid will be recorded at . one . P |« 
financial accounts, while in cost accounts the amount ol salaries will 
have to be charged to different jobs, processes etc. 

Meaning and advantages 

Integral Accounting implies a system of accounting where both 
Cost and Financial accounts are maintained in one set of books. T he 
system is designed in a way so as to provide full information requir¬ 
ed for costing as well as financial purposes. In other words the 
system provides information for ascertaining the cost of each 
pr oduct Job or process besides making poss.ble ascertainment ol 
marginal cost, variances, abnormal losses and gains etc^ It^ also 
makes possible for the management to have accounts to see that the 
business maintains full control over its assets and liabilitiesl and pre¬ 
pares the Profit & Loss account and the balance sheet as pei 

requirements of law. 

Three main advantages accrue on account of adoption of this 
system— 
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(») Duplication of work and keeping some unnecessary 
accounts such as Cost Ledger Control Account and Generai Ledger 
Adjustment Account, Purchases Account as well as Stores Ledger 
Control Account, is eliminated. 

(it) The system ensures inclusion of all legitimate expenditure 
in cost accounts and serves as an automatic check on the correctness 
of the cost data. Correct and reliable cost data creates confidence in 
the management. 

(tit) The need for reconciling the profits as shown by Cost and 
Financial Books does not at all arise as there will be one figure for 
profit or loss 

The system of integral accounting is essential in mechanised 
accounting. 


Basic requirements 

The basic requirements of the system are as follows : 

Determination of the degree of integration. The business 

should first decide about the degree of integration. Some concerns 
find it convenient to integrate only upto the stage of prime cost or 
factory costs. The other overheads for costing purposes are recorded 
merely in a memorandum form. On the other hand many concerns 
integrate the two systems completely. In such a case it is difficult to 
distinguisli between costing and financial transactions. The latter 
course is preferable to the former. 


Accumulation of accounting data in separate subsidiary 
ledgers 

The accounting data in respect of different forms of expendi¬ 
tures duly analysed into various classes should be accumulated in 
separate subsidiary ledgers. These subsidiary ledgers are : 

(:) Sales Ledger. It contains personal accounts of all 
customers. 


i«') Bought Ledger. It contains personal accounts of all 
suppliers. 

(mi Stores Ledger. It contains accounts relating to indi¬ 
vidual items of materials and stores kept in stock. 

(tv) Stock Ledger. It contains accounts relating to individual 
items of finished goods in stock. 

(v) Job Ledger or Work-in-progress Ledger. It contains 
accounts of individual jobs in hand. 

(vl) Overheads Ledger. It contains accounts of overheads— 
-eparate for factory, office and selling and distribution. 


Coding 

Since integrated accounts have to provide information both 
for financial as well as costing purposes, a meaningful system of 
coding should be used though there can be integration of accounts 
without adopting it. The system of coding should be such as to 
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permit a meaningful consolidation and as analysis. Coding is a must 
where mechanised system of accounting is used. 

The following code system can be adopted for example : 

(*) First digi* from the left to denote broad category of 
'expenses such as : 

1. works expenses. 

2. office and administration expenses. 

3. selling and distribution expenses. 

(«) Next two digits are allotted for the exnen&es concerned : 

12. for indirect labour 

13. for salaries 

14. for rent and rates 

15. contribution to provident fund. 

16. directors’ remuneration. 

It means that 114 shall represent the rent and rates for the 
Production Department to be included in works expenses, 116 for 

directors’ remuneration to be charged to works ; 213 shall represent 
the salaries paid to office employees ; and 215 shall represent the 
nrovident fund contribution of the persons engaged in adminis¬ 
tration. Thus the total of all expenses having digits 13, at end will 
Give the total salaries paid, may be pertaining to works-, office or 
selling and distribution departments. All expenses beginning with 
digit M’ shall give total works expenses and so on. 

Such information about the expenses is necessary because 
accounts are required for certain external purposes also such as for 
shareholders, taxation officials etc. For the former it will be neces- 
sarv to give information as per the requirements of the Companies 
Act. For example, the total remuneration payable to directors 
has to be given separately and this can be found out by adding all 
expenses having code numbers with two digits 16 at the end. 

Control accounts 

In General Ledger, the Control Account of each subsidiary 
ledger shall be maintained. The Cost or General Ledger Control 
Account is eliminated and the various control accounts whether 
they pertain to Cost Accounts, Personal Accounts or Capital 
Accounts are opened in the General Ledger. The Integrated 
General Ledger shall contain the following control accounts : 

(o) Stores Ledger Control Account ; 

(6) Stock Ledger Control Account ; 

(c) Work-in-progress Ledger Control Account (pertaining to 

Job Ledger) ; 

(d) Wages Control Account ; 

(e) Overhead Control Account (separate overhead accounts 
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can be opened for fixed and variable works, office and 

selling & distribution ; Control Account • 

( f ) Sundry Debtors Account or Sales Le g 

or Total Debtors Account ; Control 

la) Sundry Creditors Account or Bought Ledg 
S Account or Total Creditors Account . 

(A) Share Capital and Reserve Account. 

Analysis of the transactions 

At regular 

control accounts. 

— • — 1 

or cost of sales account. 

Items to be considered separately 

ft! Matters of pure finance. Items of a financial nature 

Balance sheet should be considered separately. 

(ii) Appropriation of profits. Such as dividends paid, 
transfer to reserves etc. should also be considered separately. 


(Hi) Abnormal profits and losses. Similarly a distinction 
between normal and abnormal losses should be observed for purposes 
of costing records. 

[iv) Valuation of sto4k. Different bases of valuation of stock 
of finished goods and work-in-progress are adopted in case of cost 
and financial books. In Financial Accounts, normally the basis 
of valuation is—cost price or market price whichever is lower, 
whereas in cost accounts, the valuation may be made at prime co-t 
or factory cost or total cost of production. This fact should be kept 
in view whije preparing the Profit and Loss Account and Balance 
Sheet. 


Journal entries 

The journal entries to be passed under both integral and non¬ 
integral accounting systems are being given in the next few pages lor 
the sake of comparison of the two systems. 



Non-integral System 
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Third entry method 

This system is quite similar to one described above except that 
in this method a third entry is made in respect of elements of cost. 
An account known as “Cost Ledger Control Account” is opend in 
the books and, whenever, any expenditure relating to costs is 
incurred, this account is also debited besides usual account or 
accounts to be debited. There is no double entry for this ‘‘Cost 
Ledger Control Account”. The total cost as shown by this account 
is then analysed in respect of materials, factory overheads, adminis¬ 
tration overheads etc. The totals of these accounts are then trans¬ 
ferred to Finished Goods account. Profit and Loss Account etc. and 
the credit is given to Cost Ledger Control Account. Consider the 
following examples in this connection :— 


(/) Wages paid 

Rs. 1,000 


The journal entry will be : 

Wages A/c 

Dr. 1,000 


Cost Ledger Control A/c 

Dr. 1,000 


To cash A/c 


1,000- 

(W) Materials purchased 

Rs. 3,000 


The Journal entry wHl be : 

Purchases A/c 

Dr. 3,000 


Cost Ledger Control A/c 

Dr. 3,000 


To Cash A/c 


3,000 

(///) Depreciation on Plant and Machinery 

Rs. 500 

Depreciation A/c 


Dr. 500 

Cost of Ledger Control A/c 


Dr. 500 

To Machinery A/c 


500 


The third entry is rather superfluous and, therefore, generally 
this method is not used^>- 

Distinction between ‘interlocking’ and ‘Integration’ of 
cost and financial accounts 

When independent sets of books are maintained for cost. and 
financial accounts, they are ‘interlocked’ by control accounts main¬ 
tained in the two sets of books. Cost Ledger Control Account is 
maintained in the Financial Books and a General Ledger Adjustment 
Account in the Costing Books. Thus, a link is established between 
the two sets of books. In Costirg Books, all entries pertaining to fixed 
assets, cash, or outsiders are posted in General Ledger Adjustment 
Account. In case it is desired to integrate the two trial balances 
into one the Cost Ledger Control Account and General Ledger 
Adjustment Account can be omitted because they are contra 
accounts. 

Integration, as described before, signifies the maintenance of 
only one set of books in which all transactions are recorded, By 
eliminating cost ledger, all the control accounts are maintained in 
general ledger. 



INTEGRATED ACCOUNTS 

Integration is preferred to jnterlockmg main- 

of economy but sometimes due to P Although integration 

tenance of ‘interlocking' system >. es^tutk ^ nting> 6 some . 

offers better scope for economy and effi y ts because of 

times it is desirable to have W^^^ance of one 
organisational problems being ^volve 1 erable significance 

set of books. Cost Accounting has assume ;' on h S ° a " h e need for a 

in the. control of bus1 ^-^lTby"he management. Therefore, 
separate costing department is ielt 'by x s benefit, only in 

generally, ‘integral’ system can be employed, with Dene 

small units. 


Illustration 137 

Journalise following transactions assuming cost 
accounts are integrated : 

Raw Materials purchases 

Direct Materials issued to production 

Wages paid (30% indirect) 

Direct Wages charged to production 
Manufacturing expenses incurred tion 

Manufacturing overhead charged to product.on 
Selling and Distribution costs 
Finished Products (at cost) 

Sales 

Closing Stock 
Receipts from Debtors 
Payments to Creditors 


Solution 


JOURNAL ENTRIES 


Stores Ledger Control A/c 

To Bought Ledger Control A/c 
(Materials purchased) 

Dr. 

Work-in-progress Ledger Control A/c 

To Stores Ledger Control A/c 
(Materials issued to Jobs) 

Dr. 

Wages Control A/c 

To Bank A/c _ _ . .. 

(Wages accrued and paid—30% be indirect) 

Dr. 

Factory Overhead A/c 

To Wages Control A/c 

Dr. 

(Indirect wages allocated) 


Work-in-progress Ledger Control A/c 

To Wages Control A/c . 

(Allocation of direct wages to production) 

Dr. 


and financial 


Rs. 

20.000 

15.000 

12,000 

8.400 

9.500 

9.200 

2.000 

20.000 

29.000 

Nil 

6.900 

11,000 



3.600 


8,400 
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Factory Overhead A/c 

To Bank A/c 

(Manufacturing expenses incurred) 

Dr. 


9,500 

Work-in-progress Ledger Control A/c 

To Factory Overhead A/c 
(Overhead charged to production) 

Dr. 


9,200 

Selling & Distribution Overheads A/c 

To Bank A/c 

(Selling and Distribution costs incurred) 

Dr. 

2,000 

2,000 

Finished-Stock Ledger Control A/c 

To Work-in-progress Ledger Control A/c 
(Cost of production of completed units) 

Dr. 


20,000 

Cost of Sales A/c 

To Finished Stock Ledger Control A/c* 

To Selling & Distribution Overheads A/c* 
(Cost of products sold) 

Dr. 

22,000 

20,000 

2,000 

Sales Ledger Control A/c 

To Cost of Sales A/c 
(Billed amount of Sales) 

Dr. 

29,000 

29,000 

Bank A/c 

To Sales Ledger Control A/c 
(Amount received from Debtors) 

Dr. 

6,900 


Bought Ledger Control A/c 

To Bank 

(Amount paid to creditors) 

Dr. 

11,000 

| 

11,000 


Illustration 138 


The Trial Balance of S.T. Ltd. on 1st January 1978, as per 
Cost Ledger is given below : 

Dr. Cr 

Rs. Rs. 


Stores Ledger Control A/c 

1,04,150 


Stock Ledger Control A/c 
Work-in-progress A/c 

98,800 

1,86.200 


Factory Overhead Suspense A/c 

4,410 


Office Overhead Suspense A/c 

Share Capital A/c 

2,160 

. 3,00.000 

P. & L. A/c 


95,720 


3,95,720 

3,95,720 


•It has been presumed that all the units manufactured have been 
sold away and the selliog and distribution overheads have all been also charged 
to cost of sales. 




INTEGRATED ACCOUNTS 


year 


The following is a summary of the transactions during the 


Materials received into stores 

Materials purchased for direct issue to jobs 

Materials issued to jobs 

Materials issued to service order No l 

Materials issued to work order No. z 

Materials returned to suppliers from stores 

Wages paid to direct workers 

Wages paid to indirect workers 

Direct wages charged to jobs . N « 

Direct wages charged to service ord*r N< 0 . l 

Direct wages charged to works o 

Works expenses for the year, paid and 

Office expenses for the year. P^d and due 

Selling expenses for the year, paid and due 

Sales for the year 


8.34,500 

6,300 

8.41,000 

1,540 

2.200 

3.630 

5.79.840 

72.030 

5.70,580 

2.240 

3.750 

1,02.030 

64.350 

82.330 

2.36.960 


A. the end of the year the following were .he balances .Hr^the 

subsidiary ledgers. The balances m Stores and btocK K 
reconciled with the physical inventories were . 


Stores Ledger 
Stock Ledger 
Job Ledger 

Other figures are as follows : 

Materials lost by theft n Qinre* 

Time lost by failure of power and «haustion of Stores 
Works overhead charged to unfinished jobs 
Works overhead chargeable to unfinished joos 
Office overhead cnargeable to unfinished jods 
Office overhead charged to completed J obs 
Works overhead charged to service order No. l 
Works overhead charged to works order NO. i 
Selling overhead charged to products sold 


87.350 

78.970 

U5.100 


750 
. 2.510 
1,81.300 
3.340 
2.050 
60,540 
450 
750 
81,980 


All sales during the year were from. Stock, /rom the .above 
figures, pass the entries (both in journal and ledger) if the accounts 
are kept on an inleerated accounting system. 


So lot ton 


JOURNAL 


Factory Overhead A/c 

To Factory overhead Suspense A/c 
(Transfer of opening balance) 


Rs. 

4,410 


4,410 


Office Overhead A/c 

. To Office Overhead Suspense A/c 
(Transfer of opening balance) 


2,160 


2.160 


Stores Ledger Control A/c 

To Bought Ledger Control A/c 
(Being the stores purchased) 


8.34.500 


8,34,500 
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Work-in-progress A/c 

To Bought Ledger Control A/c 
(Being the materiel purchased for direct issue to jobs) 

Dr. 

Rs. 

6,300 

Work-in-progress A/c 

Service Order No. 1 A/c 

Works Order No. 2 A/c 

To Stores Ledger Control A/c 
(The issue of materials for production purposes as 
materials abstract) 

Dr. 

•» 

M 

per 

8,41,000 

1,540 

2,200 

Bought Ledger Control A/c 

To Stores Ledger Control A/c 
(Materials returned to suppliers from stock) 

Dr. 

3,630 

Wages \/c 
fo Bank 

(Being the payment of wages) 

Dr. 

5,79.840 

Wages A/c 

To Bank 

(Wages paid to indirect workers) 

Dr. 

72,030 

Works overhead A/c 

To Wages A/c 
(Indirect wages allocated) 

Dr. 

72,030 

Work-in-progress A/c 

Service Order No. 1 A/c 

Works Order No. 2 A/c 

To Wages A/c 

(Allocution of wages as per the wages abstract) 

Dr. 

»• 

M 

5,70,580 
2,240 
. 3,750 

Factory Overheads A/c 

To Bank , . _ v 

(Payment of indirect expenses in the factory) 

Dr. 

1,02,030 

Office Overheads A/c 

To Bank 

(Payment of office expenses) 

Dr. 

64,350 

Selling Overheads A/c 

To Bank 

(Being the payment of selling expenses) 

Dr. 

82,330 

Work-in-progress A/c 

Service Order No. 1 A/c 

Works Order No. 1 A/c 

To Factory Overheads A/c 
(Being the allocation of factory on cost) 

Dr. 

•• 

»» 

1,81.300 

450 

750 

Stock Ledger Control A/c Dr. 

To Office Overheads A/c 

(Being the allocation of office overheads to completed jobs) 

60.540 


Rs. 

6,300 

8,44740 

3,630 

5,79,840 

72,030 

72,030 

5,76.570 

1,02,030 

64.350 

82,330 

1,82.500 

60,540 
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SSS&H0.1A/C . , . 

(Transfer of cost of completing service order) 

Dr. 

Rs. 

4,230 

Rs. 

4.230 

Dr. 

“Asset” A/c 

under works order No. 2. 

now capitalised) 

6,700 

6,700 

Factory Overheads A/c 

^SSWCSffl»» P. A L. A/c and of normal 
loss to Factory Expenses A/c) 

2.180 

750 

2.930 

- Dr. 

Factory Overhead A/c 

Profit Sc Loss A/c 

normal ''cause? 

transferred to Factory overheads A/c) 

760 

2,510 

3,270 

Stock Ledger Control A/c Dr * 

the total of incomplete jobs) 

16.30,280 

16,30.280 

Cost of Sales A/c 

To Stock Ledger Control A/c 
(Being the cost of goods sold) 

Dr. 

• 

17,10.650 

17,10,650 

Cost of Sales A/c 

To Selling Overheads A/c 
(Selling Overheads allocated) 

Dr. 

81,980 

81,980 

Factorv Overhead Suspense A/c 

To Factory Overhead A/c 
(Works Overhead allocable to incomplete jobs) 

Dr. 

3,340 

3,340 

Sales Ledger Control A/c 

To Cost of Sales A.'c 
(Overhead sales affected) 

Dr. 

20.36.9* 

* 20,36,960 

Office Overhead Suspense A/c 

To Office overhead A/c # 

(Office Overhead applicable to incomplete jods) 

Dr. 

2,05( 

2,050 

Cost of Sales A/c 

To Profit and Loss A/c 
(Profit shown by Cost of Sales A/c) 

Dr. 

2.44,331 

3 

2,44,330 
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Dr. Cr. 


Factory Overhead A/c 

To Profit and Loss A/c 
(Over-recovery of factory overheads) 

Dr. 

• 

Rs. 

200 

• 

Rs. 

200 

Profit & Loss A/c 

To Office Overheads A/c 

To Selling overheads A/c 
(Under-recovery of office and selling overheads) 

Dr 

4,270 

3.920 

350 

Bank A/c 

To Sales Ledger Control A/c 
(Being collection of book debts-presumed) 

Dr. 

20,36,960 

20,36.960 

Bought Ledger Control A/c 

To Bank A/c 

(Being oayment to creditors>presumed) 

Dr. 

8,37,170 

8,37,170 


STORES LEDGER CONTROL ACCOUNT 


• 

To Balance b/d 

To Bought Ledger Control 
A/c 

Rs. 

1,04,150 

8.34,500 

By Work-io-progress A/c 

By Service Order No. 1 A/c 
By Stores Ledger control A/c 
By Bought ledger control A/c 
By P. & L. A/c 

By Works overhead A/c 
(normal loss) 

By Balance c/d 

' Rs. 
8,41,000 
1,540 
2,200 
3,630 
750 
2,180 

87,350 


9.38 650 


9,38.650 






STOCK LEDGER CONTROL ACCOUNT 


To Balance b/d 

98.800 

By Cost of Sales A/c 

17.10,650 

To Work-in-progress A,'c 

To Office overhead A/c 

16.30280 

60.540 

by Balance c/d 

78,970 


17.89.620 

* 

17,89,620 


-. 



WORK-IN-PROGRESS ACCOUNT 


To Balance b/d 

1.86,200 

By Stock Ledger control A/c 

16,30,280 

To Bought ledger control A/c 

6,300 

By Balance c/d 

1,55,100 

To Stores ledger control A/c 

8,41.000 



To Wages A/c 

5,70,580 



To Factory overhead A/c 

1,81.300 


• 


17.85.380 

. 


17,85,380 


FACTORY OVERHEAD SUSPENSE ACCOUNT 


To Balance b/d 

4.410 

By Factory overhead A/c 

4,410 

To Factory overhead a/c 

3.140 

By Balance c/d 

3,340 


7,750 


■7,750 
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OFFICE OVERHEAD SUSPENSE ACCOUNT 


To Balance b/d 
lo Office overhead A/c 


2 S 160 By Office 6verhcad A/c 
2*050 By Balance c/d 


To Balance b/d 


4.210 


SHARE CA PITAL ACCOUNT 
3.Q0.C00 By Balance c/d 


Rs. 

2.160 

2.050 

4.210 


3,00.000 


PROFIT AND LOSS ACCOUNT 


To Stores Ledger control A/c 
To Wages A/c 
To Office overhead A/c 

? o Selling overhead A/c 
o Balance c/d 


750 By Balance b/d 

2 510 By Works overhead A> 

3 920 (over-recovery) 

'350 By Cost of Sales A/c 

3.32.720 


3.40.250 

FACTORY OVERHEAD ACCOUNT 


To Factory overhead sus¬ 
pense A/c 
To Wages A/c 
To Service order No. 1 
To Bank 
To Wages A/c 

To Stores ledger control A/c 
To P. & L A/c 
(over-recovery) 


By Work-in-progress A/c 
4.410 By Factory overhead sus- 
72.030 pense A/c 
4,230 By Service Order No I A/c 
1 02 030 By Works Order No. 2 A c 
760 
2.180 

200 

1 . 85.840 


95.720 

200 

2.44.330 


3.40.250 


1.81.300 

3.340 

450 

750 


1.85.840 


OFFICE OVERHEAD ACCOUNT 


To Office overhead suspense 

A/c 

To Bank 


Rs. 

2,160 


By Office overhead suspense 

A/c 

Rs. 

2.050 

By Stock ledger control A/c 

60,540 

By P. & L. A/c 
^undcr-recovery) 

3.920 


66.510 


66.510 

BOUGHT LEDGER CONTROL ACCOUNT 


To Stores Ledger control A/c 
To Bank 

3.630 

8.37.170 

By Stores Ledger Control a/c 
By Work-in-progress A/c 

8.34.500 

6.300 


8,40,800 


8,40,800 



492 


COST ACCOUNTING 


SERVICE ORDER NO. 1 ACCOUNT 


To Stores Ledger control A/c 

1.540 

By Factory overhead A/c 

4.230 

To Wages A/c 

To Factory overhead A/c 

2.240 

450 


19 


4.230 


WORK ORDER NO.2 ACCUONT 


To Stores Ledger control A/c 
To Wages control A/c 

To Factory overhead A/c 

2,200 

3,750 

750 

By Assets A/c 

6,700 


6.700 


6.700 






WAGES ACCOUNT 


To Bank 

5,79,840 

By Factory overhead A/c 

72,030 

To Bank 

72.030 

By Work-in-progress A/c 

5,70,580 



By Service order No. 1 A/c 

2.240 



By Works order No. 2 A/c 

3,750 



ByP.&L. A/c 

2,510 



By Factory overhead a/c 




(Idle time normal) 

760 


6.51.870 1 


6,51,870 


SELLING OVERHEAD ACCOUNT 


To Bank 

82,330 

By Cost of sales A/c 

81,980 



By P. & L. (under-recovery) 

350 


82.330 


82,330 

SAI FS I E 

DGER CO 

NTROL ACCOUNT 

— 

To Cost of Sales A/c ^ 

20,36,960 

By Bank 

m 



r*o & r'r'f\x txTT 

20,36,960 


COST OF SALES ACCOUNT 


To Stock Ledger control A/c 

Rs. 

17,10,650 

By Sales Ledger Control A/c 

Rs. 

20,36,960 

To Selling overhead A'o 




To P. & L. A/c 

2,44,330 




20.36,960 

- 


20,36,960 
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BANK ACCOUNT 


To Sales Ledger Control A/c 

Dm' • * 

20.36,960 

By Wage A/c 

By Wages A/c 

By Factory overhead A/c 

By Office overhead A/c 

By Selling overhead A/c 

By Bought Ledger 

Control A/c 

By Balance c/d 

5,79.840 

72,030 

1,02,030 

64.350 

82,330 

8.37,170 

2.99.210 


20,36.960 


20,36,960 


____ 



ASSETS ACCOUNT 


To Works Order No. 2 

6.700 

By Balance c/d I 

6,700 


6,700 


6.700 


TRIAL BALANCE 


—er - 


Rs. 

Rs. 

Stores Ledger Control A/c 

Stock Ledger Control A/c 

Work-in-progress A/c 

Factory Overhead-Suspense A/c 

Office Overhead Suspense A/c 

Share Capital 

Profit & Loss A/c 

Bamc Account 

Asset Account 

87,350 

78,970 

1,55,100 

3.340 

2,050 

2,99.210 

6,700 

3,00,000 

3.32,720 

6,32,720 

6,32,720 


QUESTIONS 


• THEORETICAL 

1 What do you understand by ••Integrated Accounts”, and what are the 
principles involved 7 State the advantages of megrated accounts 

(CM. Inter May. 1977 & B. Con-, (Hons.) Delhi 78 > 

2. How do you distinguish between the system of ••Interlocking" and 
•‘Integration” of cost and financial accounts ? 

3. Give the accounting treatment if the system of ‘‘Iotegrated Amounts” 
maintained and distinguish it with the treatment under non-integral system by 
means of Journal entries. 

4. In an integrated system of financial and cost accounting, what are the 
detailed records controlled by the following control accounts 

(a) Stores ( b ) Work-in-progress and (c) Finished goods ? 

(C.A, Inter Nov. 1973) 


5, What is Integrated Accounting ? State its advantages. 

~ ( l.C.W.A\ % Inter Dec. 1979 , B Com , CaUcut A P ril 

y and October 1980) 


6. What do you understand 
tages of intergrated accounts 


by Integrated Accounts ? State the advan- 
(B.B.M. Mysore April 1980) 
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7. Journalise (he following transactions assuming cost and 
financial Accounts are integrated. 

Rs 

Wages paid (30% indirect) 12 000 

Raw Materials purchases 20.000 

Direct Materials issued to production 1 5 000 

Wages charged to production 9.500 

(B. Com. Calicut , 1980) 

8. From the following information you are requested to pass 
journal entries ard prepare necessary accounts under the system of 
integrated accounts. 


Materials purchased on credit 
Wages paid 
Wages productive 
Wages unproductive 
Material issued to production 
Works expenses incurred 
Works expenses charged to production 
Office aod administration expenses paid 
Office and administration expenses charged to 
production 

Selliog overheads paid 

Selling overheads charged to sales 

Sales credit 


Rs 

1.48.000 

1 , 68.000 

1,48.000 

20,000 

1,28.000 

65.000 

85,000 

44,000 

43.500 

45.000 

45.000 

3,90.(00 


(Ans. Balances: Stores Ledger Control Account Rs 20 000 Works 
Overhead Control Account Rs 1,000, Offico and Administration 
Overhead Control Account Rs 200. Work-in-progress Control 
Account Rs 1.05.500. Profit Rs. 45,000]. 6 r0 ' 

9. Record in ledger accounts under int-cnl neerur.iirr f-om the ur ' 
noted transact,ons. g:ve cOect to the addi'ional informative presided nrd eW 

off ihe accounts as at the end of the period. 

TRIAL BALANCE AT THE BEGINNING OF THE PERIOD 


BaDk 

Debtors 

Stock—Raw Materials 
Work-in-progress 
Finished goods 
Plant and Machinery 
Buildings 
General Reserve 
Creditors 

Profit & Loss Appropriation Account 
Share Capital 



14,100 


During the period, the following transactions were effected 


Purchases— 


Materials used— 


Credit : Materials 

•'Expenses” 
Cash : “Expenses” 

Product direct 
Service Deptt. X direct 
Service Deptt. ydirec* 
Production Deptt. 


Rs. 

1,500 

50 

50 

1,200 

100 

50 

250 
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20 

20 

40 

20 

10 

20 

40 

350 

90 

70 

10 

2,800 


aliened , 

to Service Deptt. Y 

^"s^.&SeUing 

Wages and S.^es-Scn^ce Dep.t. X 

Production Deptt. 

Administration aod Selling 

Deduction from Salaries-Advance Tax 

Sale, —(production cos.+P«o6« @ 16 2,3% on cost) 

of “ st ° f ^ ° f ^ ° f a " maUriaU 

Service Depart met X 40% of production Deptt. 

Rate of apportionment of cost oi vo ^ salanCS 

Service Department i 

Rate of apportionment of cost oi Re 0 20 per unit of product 

N Soru n nUs7oVproduc,produ«d ach 4 .ooO 

and completed at cost of R • |©/ value of plant and machi- 

Deprceiation ncry \% of value of'build¬ 

ings to be charged to Production 

Deptt. 

I Hints : (0 Cost of ^^^'P^uctio^De^rt^n^.^^c «* tcnt 
be apportioned over Service Deptt. ^ d y and production Deptt.) in 

“ Bi^20 (30% orma.e,,als«cd^ Dcpt.^an^ r J xt€nt of R-vl40.sto 

the ratio of 50 : 250 TheCost of Scrv.ce yen ■ i bs(>rbed of Product™ 
^*^m r ^ouidt U X.d^a"i.s-a,ribu.ion,o worh-.n-progress). 

,0. Kccoru .... ,-...-ng transaction, in the ledger under Integrated sys- 
tern and prepare the Trial Balance. 


TRIAL BALANCE AT THE BEGINNING OP THE PERIOD 


Bank Balance 
Stock: 

Finished goods 
Work-in-progress 
Raw Materials 
Creditors 
Debtors 
Fixed Assets 
Depreciation Provision 
Capital Account 
Profit and Loss Account 



2.000 


2,500 

1,10,000 

8,000 

1,22.500 
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Transactions during the year were : 


Materials purchased on credit 
Materials issued to production : 
Direct 
Indirect 

Payment to Creditors 
Wages paid: 

Direc: 

Indirect 


Rs 

10.000 

7.000 

1.000 

- . 8,000 

6,000 

10,000 

2,000 * 12,000 


Fioished goods produced 

• 

30,000 

Cost of finished goods sold 


32,000 

Sales value 


40,000 

Receipt from debtors 

Overheads ipeurred: 


35.000 

Factory 

6,000 


Office 

1,000 


Selling Sc distribution 

1,000 

8,000 

Depreciation (in addition to overheads) 

— 

500 


(Aos. P. Sc L. A/c Balance 15,000, Trial Balance Total 1.34,000] 
11. A company is engaged in refining a chemical which passes through 
three processes AT, Y and Z. The Trial Balance at the beginning of the year 1978 
was as under— 

Dr. .Dr. 


Stock of raw material, 4,000 units at Rs. 2 

Debtors 

Creditors 

Prepayments 

Work-in-progress : 

Process Y 2,000 units at Rs. 2*50 
Process Z 1,200 units at Rs. 3*33 
Finished Stock, 5.000 units at Rs. 5 
Cash at Bank 

Plant at written-down value 
Share Capital and Reserves 
Profit & Loss Account 


Rs. 

8,000 

1.04.000 

7,350 

5,000 

4,000 

25.000 

14,400 

3,60,000 


Rs. 

*26,000 


4,11,750 

90£00 


Rs. 5,27,750 5,27,750 


During the year 1978, following transactions took place : 

(i) 8,000 units of raw materials were purchased at Rs. 2 per unit, on 
credit and 9,000 units were put in process X. 

(ii) The creditors at the beginning of 4he year were discharged _at a 
discount of Rs. 650 by cheque. 

(/if) Expenses paid by cheque were as follows : 

Factory Expenses : 

Rs. 


Fixed—Rent and Rates 

7,400 


Wages & Salaries 

2,600 


* Insurance 

1,400 

8,400 

Variable—Fuel 

1.500 


Repairs 

260- 

1,760 
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500 

500 

2,000 

3.000 


1,000 


Administration expenses : 
Fixed-Salaries 

Insurance 

Sundries 


Selling Expenses: 

Variable-Commission charae for th 

(/w) Depreciation is regarded as a fixed expense, and the charge 

period is Rs. 3,250. d arc as fo Uow§ : 

(v) Expenses allocations m respect of cost Fixe d 

Rs. 

3,000 t 
5,500 
8.C0U 


Factory : 


Process X 
Process Y 
Process Z 


Variable 
Rs. 
500 
400 
450 


Administration 


1.350 
Rs. 1.350 


16,500 

4,250 

20/750 


(vn Cheque, received from sundry debtors during the period ammountt 

to Rs. 72,500 and discount allowed was Rs. 1.500. -menses Di 

(••if) Discounts allowed arc regarded a ch a r g c ^ 

counts received are credited to factory variable expenses. . 

(V«0 The .hole of the output of each process was carried forward to 

next one, subject to the following t ^ Norma , process Lo> 

Units XJniU 

Process X 855 

Process Y 1,850 

(5w« units were sold et Rs. 7- JO each, ano mere were 4.130 units i 
hand at the close of the period. . . 

There were no stock or work-in-progress except as shown tbo * 
Stocks and inter-process transfers are valued at cost. 

(xQ Prepayment were as under : 


-expenses: 

Factory overheads: 
Rent 
IBHU ID C C 


Administration overhead : 
Insurance 


Beginning 

End 

Ra. 

Rs. 

7,000 

4,300 

150 

600 

7^150 

4,900 

200 

450 

Rs. 7,350 

5,350 


(xtf) Administration oveineeds are charged to finished goods wh 
selling overheads are charged to cost of sales a/c. 
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Prepare the necessary accounts and the trial balance, assuming that the 
accounts are maintained on integrated accounting system. 


tAns. 


Stocks of : Raw materials Rs. 6,000, Work-in-progress for X 
Rs. 1,194, for y Rs. 669, Finished goods Rs. 22,245; Sundry 
Debtors Rs. 1,01,300, Sundry Creditors Rs. 16,000, Prepayments 
Rs. 5,350. Cash at Bank Rs. 47,390. Plant Rs. 3,56,750, Share 
Capital and Reserves Rs. 4,11.750. PAL Appropriation a/c 
1,13,1483. 



SECTION 4 

Costing for control 
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Budgetary 

Control^ 


j^HE budgetary control has now become an essential tool of the 
management for controlling costs and maximising profit. Costs 
can be reduced, wastage can be prevented and proper relationship 
between cost and incomes can be established only when the various 
factors of production are combined in the most profitable way. This 
requires careful working out plans in advance for all divisions of the 
industrial plant, their implementation and investigating the cause of 
variance between anticipated and actual results. The budget and its 
administration are one of the principal means of meeting *^>s end. 

MEANING OF BUDGET 

A budget is a detailed plan of operations for some specific future 
period. It is an estimate prepared in advance of the period to which 
it applies. It acts as a business barometer as it is complete pro- 

f ramme of activities of the business for the period covered. The 
nstitute of Cost and Management Accountants, England, defines a 
budget as “a financial and/or quantitative statement, prepared prior 
to a defined period of time, of the policy to be pursued during that 
period for the purpose of attaining a given objective.” Thus the 
essentials of a budget are— 

(a) it is prepared in advance and is based on a future plan of 
actions ; 

(6) it relates to a future period and is based on objectives to 
be attained ; 

(c) it is a statement expressed in monetary and/or physical 
units prepared for the implementation of policy formulated 
, by the management. 

Different types of budgets are prepared by an industrial con¬ 
cern for different purposes. A Sales Budget is prepared for the pur¬ 
pose of fDrecasting sales for a future period. A Manufacturing Cost 
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Budget is prepared for forecasting the manufacturing costs. The 
Master Budget embodies forecasts—for sales and other incomes, for 
manufacturing, marketing and other expenses, for cash and capital 
requirements besides forcasting the figure of profit or loss. 

MEANING OF BUDGETARY CONTROL 


The Institute of Cost and Management Accountants, England, defines 
budgetary control as “the establishment of budgets relating to the 
responsibilities of executives to the repuirements of a policy, and the 
continuous comparison of actual with budgeted results, either to 
secure by individual action the objective of that policy or to provide 
a basis for its revision.*’ According to J.A. Scott. “It is the system 
of management control and accounting in which all operations 
are forecasted and so for as possible planned ahead, and the actual 

« , • • ., r J J 


results compared with the forecasted and planned 
budgetary control involves— 


ones 1 


Thus 


(а) establishment of budgets ; 

(б) continuous comparison of actuals with budgets for achieve¬ 
ments of targets and placing the responsibility for failure 
to achieve the budget figures 

(c) revision of budgets in the light of changed circumstances. 


The difference between budget, budgeting, and budgetary 
control has been stated thus : “Budgets are the individual objectives 

of a department, etc., whereas Budgeting may be said to be the act 

of building budgets. Budgetary control embraces all this and in 
addition includes the science of planning the budgets themselves 
and the utilisation of such budgets to effect an overall management 
tool for the business planning and control.’’ 2 


ADVANTAGES OF BUDGETARY CONTROL 

Budgetary control offers many advantages. It may be conceived as 
one of the supreme examples of rationality in management. It is a 
useful management tool for comparing the current items with pre¬ 
planned items with a view to attain equilibrium between ends and 
means, output and effort. It corrects the deviations from preplanned 
path through the media of observation, research planning, control 
and decision making and thus helps in performance of future acti¬ 
vities in an orderly way. It uncovers uneconomies in operations, 
weaknesses in the organisation structure and minimises wasteful 
spending. It acts as a friend, philosopher and guide to the manage¬ 
ment. Its advantages can be summarised as follows 

1. It brings efficiency and economy in the working of the 
business enterprise. “Even though a monetary reward is 
not offered, the budget becomes a game—a goal to achieve 
or a target to shoot at —and hence it is more likely to be 

1. “Budgetary Control and Standard Cost’* (Ed. Third) p. 10. 

2. Rowland and William H. Harr ‘Budgeting for Management Control' 
(Second Edition) p. 1. 



2 . 


3 . 


4 . 


5 . 
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achieved or hit than if there was no that 

or target. The budget is an in 

maintains ordered effort and brings abo 

results.” 1 ‘KSiitv 

It establishes divisional and departmental responsib.i y. 

It thus prevents alibis and "buck-passing when 
budget figures are not met. 

It co-ordinates the various divisions of a business .namely 
the production, marketing, financial ud adm mstratt-ve 
divisions. It “forces executives to think, and tlnn a 
group.”*. This results in smoother operation of the entir 

plant. 

It guards against undue optimism leading to ®^ r "* X ^ cr 
sion because the targets are fixed by tlie ex 
cool and careful thought. 

It acts as a safety signal for the management It shows 
when to proceed cautiously and when manufacturing 
merchandising expansion can be safely undertaken It 
serves as an automatic check on the judgment of the 
executives as losses are revealed in time which is a caution 
to the management to stop wastage. 

Uniform policy without the disadvantage of a military type 
of business organisation can be pursued by »» division* 
of the business by means of centralisation of budgetary 
control. . 

Seasonal variations in production can be r * duc * d ° y 
developing new “fill in” products. I his results ^"eas¬ 
ing the cost of production by increasing volume ol output. 

The use of budget figures as measures of °P er * dn S P e !/ 
formance and financial position makes possible the adop¬ 
tion of the standard cost principle in divisions other than 
the production division. 

It helps management in obtaining the most profitable 
combination of different factors of production. 1 his 
»-*sults in a more economical use of capital. 

Management which have developed a well-ordered budge 
plan and which operate accordingly, receive greater 
favour from Credit Agencies. 

It is the only means of predetermining when and to what 
extent financing will be necessary avoiding the possibility 
of both over and under-capitalisation. 

LIMITATIONS TO BUDGETARY CONTROL 

The budgetary control system is not a perfect tool. It has its own 
limitations which are as follows : 



6 . 
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8 . 


9 . 


10 . 


11 . 


1. Clarence L. Van Sickle, “Cost Accounting** (Second Edition), p. 608. 

2. Roland Dunkerly at the Sixth International Congress for Scientific 
Management. 
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1. Opposition against the very spirit of budgeting. 

There will be always Active and passive resistance to budgetary • 

¥ tntrol as it points out at the efficiency or inefficiency of individuals. 

he opposition is also due to human nature—the tendency to resist 
change. Moreover, any system of budgetary control cannot be 
successful unless it has the lull support of the top management. 

2. Budgeting and changing economy. The preparation 
of a budget which gives a realistic position of the firms’s affairs 
urtder inflationary pressure and changing Government policies is 
really difficult Thus the accurate position of the business cannot be 
estimated. 

3. Time factor. Accuracy in budgeting comes through 
experience. Management must not expect too much during the 
development period. 

4. Not a aubatltute for management. Budget is only a 
management tool. It cannot substitute management. Besides that 
no budgetary programme can be successful unless adequate 
arrangements are made for supervision and administration. 

5. Co-operation required. The success' of the budgetary 
control depends upon willing co-operation and teamwork. Budget 
officer must get co-operation from all departmental managers. 
These managers must feel the responsibility for achieving or better¬ 
ing departmental goals laid down in the budget. 

Inspile of these limitations it can be safely said that the techni¬ 
que of budgetary control is a must for each business enterprise. 
It leaves sufficient time for the top manangement for overall policy 
and planning consideration. Much success can be achieved if the 
top management devotes attention chiefly to unusual or exceptional 
items that appear in daily, weekly and monthly statements and 
reports. In the words of J. R. Batliboi. "The success of budgetary 
control must depend on the adequacy and reliability of records, 
the past and the present performances, on the interest of all 
executives and subordinates in the purposes of such control, proper 
departmentalisation and sub-division of factory activities, a close 
:lassification and proper division and analysis of the expenditure, 
and the most suitable system of cost and financial accounts 

STEPS IN BUDGETARY CONTROL 

Budgetary control requires the following steps to be taken : 

Organisation for budgeting 

The setting up of a definite plan of organisation is the first 
step to be taken prior to beginning the real work of installing 
budgetary control. The responsibility of each executive must be 
clearly defined. There should be no uncertainty regarding the pomt 

where the jurisdiction of one executive ends and that of another 

begins. 

Budget manual 

The budget manual is a written document or booklet which 
specifies the objectives of the bugeting organisation and procedures. 
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The Institute of Cost and ££* *£*%£*<Jhe response 

■defines it as “a document which sets ^ of> and the forms and 

bilities of the persons engaged_in •‘ o | „ Following are some ot 
records required for, budge; FX n a bu dget manual— 
the important matters cov objectives of the organisation 

1. A statement regarding the bj budgetary control. 

and how they can be achiev'd tn g ^ ^^^ 5 * of 

2 - tchlSivebyd^ignation both regarding preparanon 
and execution °' bu ^ ob tammg the necessary 

3 “Hf^ 

^uired on each document 

should also be clearly Stated. 

4. Time-tables for all stages of b«rf*«*g- main . 

5. Reports, statements, forms and other records 

6 'Hie accounts classification to be employed 
6 - hat the framework withm "b.ch tM com.,'beIdentical 
other financial amounts are cUssf ed p ™men,s. 
both in the accounts and the budget a p ^ ^ budget 

There are many advantage attach* g » and res ponsi- 

<uanual. It is a formal recordl definmg ;“™« ocedur „ of budge- 

bilities of each exec X r d is ed ThTre is synchronisation of the efforts 

i“£l“hi.h■"* p">«““ f,h ' 

Responsibility tor budgeting 

Budget Controller .... 

Of »«. .h. chief «.c».i.e « pl« of £ 

budget programme but it W1 j l ^ £ lo an official designated as 
supervisory responsibility w deleg Controller or Director 

sss ? 1 rtUo”e , or,he;,s,S3.id. « t .*« »».*»» 

should report direct to the President. 

Budget committee , , 

The Budget Controller will ^ consTsTof Heads 

Budget Committee. The Bu get ' \ • n s a \ eSi Finance etc. 

of the various Departments such _ w jii be the duty of the 

with Budget Controller as its ** nd fi Uy app rove the budget 
Budget & own sub-corn- 

S',« »S, working under him « iu member,. 

Fixation of the budget period , , 

■Budget period” means the period for which * budget is pre- 
. onM fmnloved The budget period will depend upon V*l } 



506 


COST ACCOUNTING 


is necessary to compare continuously the actual with budgets, and, 
therefore, the budget period should be a short one. Similar is the 
case of a garment manufacturer as his business depends on the 
vagaries of taste and fashion. But in case of a structural or heavy*' 
engineering works a longer budget period will be suitable. 

Budget procedure 

After the establishment of budget organisation and fixation of 
the budget period the actual work of budgetary control begins. The 
procedure followed in designing and operating a budgetary control 
system largely depends upon the nature of the business. However, 
the usual pattern is as follows : 

Determination of key factor 

Key factor is that factor the extent of whose influence must 
first be assessed in order to ensure that functional budgets (relating 
to different functions of a business e.g. sales, production, purchases, 
cash etc.) are reasonably capable of fulfilment. This is also termed 
as ‘Principal Budget’ or ‘Limiting, or ‘Governing* factor. It is 
essential to consider this factor before preparing the budgets. In 
some concerns the key factor might be sales ; while in others it 
might be production, materials labour machinery or capital. • This 
most important factor which governs the whole process of prepara¬ 
tion of budgets should be pre-determined. The budget relating to 
that particular factor should be prepared first and the other budgets 
should be based upon it. A co-ordinated plan should then be 
finally approved. 

The examples of key factor, which can be one or even more 
than one in a particular concern, are as under : 

Firstly, sales may be the key factor and if it is so, it would be 
because of the restricted demand in the market or limited efforts for 
sales promotion. Management might, be another important key 
factor because of deficiency of capable managers or limited funds at 
the disposol of executives. Thirdly, materials may be the limiting 
factor on account of inadequate availability of supply, fixed quotas . 
licence restrictions etc. Labour is yet another key factor because 
there might be dearth of workers in general or in certain grades. 
Lastly, plant inay be the governing factor. Plant capacity might be 
limited due to shortage in supply or lack of capital or space. 

These factors are not of a permanent nature and they can be 
overcome by the management in the long run if an efFort is made in 
this direction by selecting optimum level of production, dealing in 
more profitable products, introducing new methods, changing 
material mix, working overtime or extra shifts, providing incentives 
to workers, hiring new machinery etc. 

Making of forecasts 

Forecast means an estimate about the probability at a given 
period of time. It differs from a budget. Budget is an operating 
and financial plan of a business enterprise. It is a sort of commit¬ 
ment or a target which the Management seeks to attain on the basis 
of the forecasts made. Forecasts are made regarding sales, prcduc- 
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tion cost and financial requirements o^^tid'scparately. 
quantities as well as monetary values u. ;nat ions of forecast* 

Consideration of alternative combinations oi & 

Alternative combinations of Recasts are considered 

view to obtain the most efficient overall plan s j cleC ted, 

profits. When the large-profit combination of forecasts 

the forecasts should be regarded as being finalised. 

Preparation of budgets _ 

On finalisation of the forecasts the ^ ‘the^ales budget 

Production budget will be prepared on th available productive 
and also after taking into consideration the available P be 

capacities. Different costs of production budgets ^ budget 
prepared on the basis of the production budge: . , t * on budget, 

will be prepared on the basis of sales forec s £ rdinale d into one 
All these budgets will be combined and TO-ormnaw 
Master Budget These budgets may be revised from time 
taking into account the current developments. 

TYPES OF BUDGETS 

There are varioustypes of budgets. Some of the important ones 
has been disct^sstSa below. 

Sal^budget 

^ftie Sales Budget, generally, forms the fundamental basis on 

following factors while preparing the sales budget • 

(a) Past sales figures and trend. The record of previous 
experience forms the most reliable guide as to future saUs as the 
past performance is related to actual business conditions. 
the other factors such as seasonal fluctuations, growth of market, 
trade cycles etc. should not be lost sight of. 

(b) Salesmen’s estimates. Salesmen etc. are in a position to 
estimate the potential demand of the customers more accurately 
because they come in direct contact with them. However, proper 
dfscount should be made for over optimistic or too conservative 
estimates of the salesmen depending upon their temperament. 

(cl Plant capacity It should be the endeavour of the business 
to ensure proper utilisation of plant facilities and that the sale 
budget provides an economic and balanced production 
factory. 

Id) General trade prospects. The general trade prospects 
considerably affect the sales. Valuable information can be gathered 
in this connection from trade papers and magazines. 

(el Orders on hand. In case of industries where production 
is quite a lengthy process orders on hand also have a considerable 
influence on the amount of sales. 
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(/ ) Proposed expansion or discontinuance of products. 

It affects sales and, therefore, it should also be considered. 

(g) Seasonal fluctuations. Past experience will be the best 
guide in this respect. However, efforts should be made to minimise 
the effects of seasonal fluctuations by giving special concessions or 
off-season discounts thus increasing the volume of sales. 

(7i) Potential market. Market research should be carried 
out for ascertaining the potential market for the company’s pro¬ 
ducts. Such an estimate is made on the basis of expected popula¬ 
tion growth, purchasing power of consumers and buying habits of 
the people 

(i) Availability of material and supply. Adequate supply 
of raw materials and other supplies must be ensured before drafting 
the sales programme. 

(j) Financial aspect. Expansion of sales usually require in¬ 
crease in capital outlay also, therefore, sales budget must be kept 
within the bounds of financial capacity. 

(At) Other factors : 


(i) The nature and degree of competition within the 
industry ; 

(ii) Cost of distributing goods ; 

(iii) Government controls, rules and regulations related 
to the industry ; and 

(iv) Political situation—national and international—as it 
may have an influence upon the market. 

The Sales Manager, after taking into consideration all ,these 
factors, will OK?p.u e tire Sales Budget in terms of quantities and 
mr.nex, dbtbfuuishing between products, periods, and areas of sale. 

Illustration 139 

iJi f 7j & Co. manufactures two products X and Y and sells 
tlu-TjT through two dividons East and West. For the purpose of 
MihmisMon of sales budget to the budget committee the following 
in forma lion has been made available — 


. Budgeted sales for the current year were 

^ Product East 

X 400 at Rs. 9 

V 300 at Rs. 21 

r ual srdes for the current vear were : 



West 

600 at Rs. 9 
500 at Rs. 21 


Product 

X 

Y 


East 

500 at Rs. 9 
200 at Rs. 21 


West 

700 at Rs. 9 
400 at Rs. 21 


Adequate market studies reveal that Product X is popular but > 
under-priced. If is observed that i pi ice of X is increased by Re. 1^ 
it w.U find a ready gnarket. On the other hand Y is over-priced to 
customers and market could absorb more if sales pric^of F be re¬ 
duced by Re. IV The management has agreed to give effect to the 
above price changes. 




\ 
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West 
+5% 

+ 1 ?% 

advertisement campaign the 
estimated sales of divisional 

West 

70 

50 
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From the information based onebeen^pr^pared by divi- 
from salesmen, the following est.mates have been P 

sional managers : is— 

Perpentage increase in sales over current budget is^ 

\7 Pr $. duct $ 0 % 

^ y +20% 

With the help of an intensive 
following additional sales above the 
managers are possible- 

product Ef n sl 

the current year. 

(See SojMttSndn -page. 510) 

r^rdifuctlon budget 

tion Budgets lies with Departmental Works Managers. 

The production budget may be expressed m quantitative or 
financial units or both. The objects of its preparation are 

1. To answer the following questions : 

(а) What is to be produced 7 

(б) When it is to be produced . 

(c) How it is to be produced ? 

3 To “5;f.” g of production co.t. 

budgets /or example, materials cos, budget, labour cost 
budget, etc. 

4. To prepare a cash forecast. 

There are two problems connected with the production budget: 
(i) determining the annual production required and M ' 
it throughout the year. The planning of production programme is 
essential to have sufficient stock for sales to keep inventories within 
reasonable limits and to manufacture goods most economically. To 
achieve it, the following factors should be taktn into consideration 

(0 Inventory policies Inventory standards should be pre¬ 
determined to that neither there is a shortage nor over-stocking o, 
goods. 
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5 " hS ' d 


trztftz 5 

product ion'or hlve'n toiy! ‘an effort should be made to have the 
optimum balance between the two. , . 

demands. of materials and labour. Adequate and 

tS-:-: h : Th , rK » 

tag tarrs?isiri^sas.’s:»” 

finished goods. 

An illustration has been given here showing the production 
requirements for a quarter. 

\ Illustration 140 

Dronaro a Pr^.irtinn Budcret for 3 months ending March 

products, on the basis ol 


four 


31, 

the 


following 

information :— 


Desired 

Type of 
Product 

Estimated Stock 
on Jan. 1, 1979 

Estimated Sales 
during Jan-March, *79 

Closing Stock 
on March 31, *79 


(unita) 

(units) 

(units) 

A 

2.000 

10,000 

3,000 

B 

3,000 

15.000 

5,000 

C 

4.000 

13.000 

3.000 

D 

3,000 

12,000 

2,000 
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Solution 


PRODUCTION BUDGET FOR THREE MONTHS TO MARCH 31,1979 



Units 

Product A : 

Estimated Sales 

Add : Desired Closing Stock 

10.000 

3,000 



Less ; Estimated Opening Stock 

13,000 

2,000 

11,000 

Product B : 

Estimated Sales 

Add : Desired Closing Stock 

ISfi » * 

5,000 



Less : Estimated Opening Stock 

20.000 

3,000 

17,COO 

Product C : 

Estimated Sales 

Add : Desired Closing Stock 

13,000 

3,000 



Less : Estimated Opening Stock . 

£| 

* 12,000 

Product D : 

Estimated Sales 

Add : Desired Closing Stock 

12.000 
2,000 - 

• 


Less : Estimated Opening Stock 

14,000 

3,000 

11,000 


Total units to be produced 


51,000 


_ 




The Sales and the Production Budgets are i verdependent and 
must be prepared in co-operation with both the Salt; and u*e Works 
Departments. 

Cost of production budgst 

After determining the volume of production, it is necessary to 
determine the cost of procuring this output. Cost of production 
includes materials, labour and overheads and, therefore, separate 
budgets fpr each of these items will be prepared. 

Nlaterials budget 

^Materials may be direct or indirect. The materials budget 
generally deals only 'with the direct materials. Indirect materials 
are generally included in the works overhead budget. 1 he pre¬ 
paration of materials budget includes the following— 

(o) the preparation of estimates of raw materials requirements. 

(6) the scheduling of purchases in required quantities at the^ 
required time. 

(c) the controlling of raw material inventories. 

Material requirements are estimated regarding each class of 
products by multiplying the exact material requirement for each 
class of product by the number of unit of that class. The total 
quantity required for the budget period is first estimated and then 
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is further broken down by component “length of 

quarters) in the materials budge . . the pro duction budget, 

the period should be in uniformity can be 

In case of concerns whose raw “^'"“ep'^dv'ery exactly on 
standardised, the materials budget can bepP of raw materials 

this basis. In case it is not the basis of the 

to total cost of products should be calculate estimate 

historical data. On the as.s s ‘nformatm^ ^ ^ budge ,ed 

can be made regarding v .e raw ma taking into account 

output. The figure should /^normal^astage of materials in the 
the current price trends and the norm & 

course of production. 



stock to be carried forward. ies (i) 

The materials budget d ^£ e ^ * purchase 

materials requirement bugdet («) l «' n \ quant ity of materials 

budget. The former tells about m? thc latter tells aoout the 
required during the budget period , during <he budget period, 

materials to be acquired from into account the 

Materials to be acquired are estln ?“‘; tory Q r the materials for 
closing inventory and the opening i e Vi 
which orders have already been placed. 

V__^H!nstration 141 

The Sales Director of a manufacturing company . 1 a 

next year he excepts to sell 50,000 units of a p P 

The Production Manager consult, the storekeeper and casts 
his figures as follows : 

Two kinds of raw materials, A and B, are requiredformanu- 
facturing the product. Each unit of the product requires 2 un I 
A and 3 units of B. The estimated opening balances at h 
mencement of the next year are— ., 

Cashed product : 10,000 units, A : 12,000 units. 

ff . 15,000 units. 

The desirable closing balances at the end of the next year are : 
\zF£ished products : 14,000 units, A : 13,000 units, 3 : 16,000 
units, 

-Draw up-a quantitative chart showing Materials 
Budget for the next year. 

Solution 

The units to be -- ----- 

produced are 

-54,000 units 


Purchase 


Sales , Desired Closing — Opening 
+ C.~*lr . ——Stock 
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TE RIALS PURCHASE OR PROCUREMENT BUDGBT 
(QUANTITATIVE) 



Finished 

Product 

Units 

Materials 


A 

Units 

B 

Units 

Production Budget 

Estimated open in* balances 

i 

54,000 
+ 10,000 

1.08,000 

-12,000 

1,62,000 

-15,000 

1 

Estimated dosing balances 

64,000 

-14,000 

96,000 

+13.000 

1,47,000 

+16,000 

Estimated Sales of Product 

Estimated Purchase of materials 

50,000 

1.09.000 

1,63,000 


Direct labour budget 

The direct labour budget tells about the estimates of direct 
labour requirements essential for carring out the budgeted output. 
In preparation * of this budget previous records of the percentage 
labour cost in the total cost of each product, group or department 
will be considerably helpful. The budget may give details regarding 
direct labour costs only, or both direct labour hours and cost. In 
the former case the cost can be calculated by making an estimate 
of cost per unit of production. The cost per unit multiplied by the 
budgeted units will give the estimated cost of direct labour. In the 
latter case estimates will have to be made about (i) direct labour 
hours and (ii) average wage rate. Internal factors such as the 
method of wage payment, the type of production process and the 
available costing records will determine whether and how it is . 
possible to express production in terms of direct labour hours. The 
average wage rate payable for a particular product or department, 
will be calculated on the basis of the historical ratio between wages 
paid and direct labour hours worked in the department or for the 
product after taking into account the current conditions. 

Direct Labour Budget (like Direct Materials -Budget) may be 
divided into two categories : (i) Direct Labour Requirement Budget 
(ii) Direct Labour Procurement Budget. The former tells about the 
total direct labour required in terms of quantity or/and value while 
the latter will state the additional direct workers to be recruited. 

Factory overhead budget 

Manufacturing or Factory overheads include the cost of 
indirect labour, indirect material and indirect expenses. The rnanu* 
facturing overheads can be classified into three categories (i) Fixed 
i.e. which tend to remain constant irrespective of any change in the 
volume of output (ii) Variable i.e. which tend to vary with the out- 

S t and (in) aemi-variable i.e. which are partly variable and partly 
sd. The manufacturing overheads budget will provide an estimate 
of all these overheads to be incurred in the budget period. 
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Ilia■Ovation 142 

From the following average figure, of previous quart *«U 
prepare a manufacturing overhead budget for the quarter enamg 
ls&£ch 31, 1979. The budgeted output during thi. quarter 
4,000 units. 


Fixed Overheads 
Variable Overheads 
Semi-variable overheads 


Rs. 

10*030 (varying @ Rs. 5 per unit) 
10,000 (40% Bred and 60% varying @ 
Rs. 3 oer unit) 


Solution 

MANUFACTURING OVERHEADS BUDGBT 
(For the quarter ending on March 31, 1979) 


Fixed overheads 

Variable overheads 

Semi-variable overheads 

Fixed 

Variable 

//S\ Da 1 rvnr 

4,000 

12,000 

20^000 

20,000 

16,000 



Total overhead costs 

56,000 


Fixed manufacturing overheads can be estimated without 
much difficulty on the basis of the past information and knowledge 
of any change's which may occur during the ensuing budget period. 
Variable overheads are estimated after considering the scheduled 
production and operating conditions in the budget period. 

Administrative overhead budget 

The budget covers the expenses of all the central offices, and 
of management salaries. A careful analysis of the needs of all 
administrative departments of the enterprise is very necessary, lhe 
minimum requirements for the efficient operation of each depart¬ 
ment can be estimated on the basis of costs for prior years, and 
after a study of the plans and responsibilities of each administrative 
department for the budget period. The budget for the entire admi¬ 
nistrative division will be prepared by totalling the separate budgets 
of all administrative departments. 

Selling and distribution overhead budget 

The budget includes all expenses relating to selling, advertising 
delivery of goods to customers etc. It is better if such costs are 
analysed according to products, types of customers, territories, and 
the sales departments in the organisation itself. The responsibility 
for the preparation of this budget rests with the executives of the 
sales departments. There must be a co-ordination of selling expenses 
with the volume of sales expected and an effort should be made to 
• control the costs of distribution. The preparation of the budget 
would depend on the analysis of the market situations by the 
management, advertising policies, research programmes and the 
fixed and variable elements. 
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Capital axpandltura budget 

The budget provides a guidance as to the amount of capital 
that may be needed for procurement of capital assets during the 
budget period. The budget is prepared after taking into account 
the available productive capacities, probable reallocation of existing 
assets and possible improvement in production techniques. If 
necessary separate budgets may be prepared for each item of assets, 
such as a building budget, a plant and equipment budget etc. 

budget 

A cash budget is a forecast of the cash position by time periods 
for a specific duration of time. Cash forecast may be made for a 
short period or a long duration. The cash budget forms an impor¬ 
tant part in co-ordinating efficient working of the company. It tells 
about the working capital required and available at different 
periods. The budget is prepared by the Chief Accountant. 

The main objectives of preparing cash bu dget are as under : 

(<) The probable case position as a result of planned opera¬ 
tions is indicated, and thus the excess or shortages or cash 
is known. This helps in arranging short-term borrowings 
in advance to meet the situation of shortage of cash or 
making investments in times of excess of cash. 

(ii) Cash can be co-ordinated in relation to total working 
capital, sales, investment and debt. 

(m) A sound basis for credit and for current control of cash 
position is established. 

The cash budget can be prepared by any of the following 
methods : 

(i) Receipts and payment method, 

(it) The adjusted profit and loss method, 

(ui) The balance sheet method. 

(1) Receipts and payments method. In case of this method 
the cash receipts from various sources and the cash payments to 
various agencies are estimated. In the opening balance of cash, 
estimated cash receipts are added and from the total, the total .of 
estimated cash payments are deducted to find Out the closing balance. 
If monthly /quarterly cash budgets are to be prepared, first of all 
the closing balance of first month/quarter will be computed which 
will be the opening balance for the next month/quarter. Similarly 
the closing balance for 2nd month/quarter carr be known and so on. 
The estimated receipts may be from cash sales, credit collections, 
interest, dividend, miscellaneous receipts, issue v ofshare capital, 
loans etc. Estimated disbursements may be regarding materials, 
labour, overheads, granting loan or repayment of loan, payment oi 
advance tax, purchase of assets etc. 

The following example would make clear the preparation o 
cash budget according to this method. 
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Prepare a ca,h budget for the month of May, June and July 
1979 on the basis of the following information . 

' (1) Income and Expenditure Forecasts.___ 


Month 

Credit 

Sales 

Rs. 

Credst 

Purchases 

Rs. 

Wages 

Rs. 

Manu¬ 

facturing 

Expenses 

Rs. 

Office 

Expenses 

Rr 

Selling 

Expenses 

Rs. 

March 

April 

May 

June . 

July 

August 

1 .111.11 

38,000 
33,000 
- 3*000 
39,000 
34,000 

9,000 

8,000 

10,000 

8.500 

9.500 
8.000 

4.000 

3.000 

4,500 

3.5.00 

4,000 

3.000 

2,000 

1.500 

2.500 
2.000 
1.000 

1.500 

4,000 

5,000" 

4.500 

3.500 

4.500 

4.500 




(2) Cash balance on 1st May. 1979 Rs. 8,000. 

(3) Plant costing Rs. 16.000 is due for delivery iin July, payable 
10% on delivery and the balance after 3 months. 

(4) Advance Tax of Rs. 8,000 each is payable in March and 

June. . . 

(5) Period of credit allowed (<) by suppliers—two month*, and 
(it) to customers—one month. 

(6) Lag in payment of manufacturing expenses- 1 month. 

(7) Lag in payment of office and selling expenses—one month. 
^Solution 

' CASH BUDGET 


Particulars 


Opening Balance 
Jmated Cash Receipts : 

Debtors (Credit Sales) 


Estimated Cash Payments : 
Credit-(Credit purchases) 
Wages 

Manufacturing expenses 
Office expenses 
Selling expenses 
Plant—payment or delivery 
Advance Tax 


Closing Balance 


May 1979 June 1979 July 1979 


8,000 

< 2,000 


Total 
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Notti: 

(t) Opening balance for June bas been written alter tinaing 
doling balance for May, and for July after finding the closing 
balance for June. 

(%%) Since the period of credit allowed to customers is one 
month, the amount of credit sales in April shall be collected in May. 
and so on. 

(m) Since the period of credit allowed by suppliers is two 
months, the payment for credit purchases in March shall be made 
in May and so on. 

(•v) One-half of the manufacturing expenses of April and one- 
half of those of May shall be paid in May s.e. (1/2 of Rs. 3,000)4- 
(1/2 of Rs. 4,500) s.e., Rs. 3,750 and so on. 

(v) Office and selling expenses of April shall be paid in May 
and to on. 

(ft) Adjusted profit [and lose method. In case of this 
method the cash budget is prepared on the basis of opening cash 
and bank balances, projected profit and loss account and the 
balances of the various assets and liabilities. Cash from operations 
is taken, as not that profit figure as shown by the profit and loss 
account, but the figure of profit as adjusted in the light of non-cash 
items such as depreciation, loss on sale of capital assets, preliminary 
expenses written off from P. & L. a/c etc. Since these items do not 
affect cash position though they have been charged to the profit and 
loss account, they are added back to the profit or deducted from 
loss, as the case may be. Likely issue of new shares, realisation from 
sale of fixed assets or raising long term loans are taken as other 
sources of cash. Similarly likely redemption of preference share 
(in case of redeemable preference shares), payment of long term 
loans, purchase of fixed assets, payment of dividends etc. are taken 
as applications of cash. Moreover, increase in current liabilities 
such as creditors bills payable will mean less cash payment or 
decrease in current assets such as debtors, stock, bills receiables, 
prepaid expenses etc. will mean less investment in these assets, 
therefore, they will be all taken as sources of cash. Increase in 
current assets and’decrease in current liabilities, on the same basis, 
will mean decrease in cash resources. 

The preparation of cash budget according to this method can 
be understood with the help of the following illustration. 

Wisetration 144 

The following data are available to you. You are required to 
prepare a cash budget according to adjusted profit and loss method. 
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BALANCE SHEET AS ON BIST DECEMBER 1978 

Asset* 


Liabilities 


Rs. 


Share Capital . 
General Reserve 
Profit and Loss Acconnt 
Creditors 

B/P 

Outstanding Rent 


1.00.000 

20.000 

10.000 

50,000 

1P.000 

2.000 


Premises 

Machinery 

Debtor, 

Closing Stock 
B/R , . 

Prepaid Commission 
Bank 


Rs. 


50.000 

23.000 

40,000 

20,000 

5,000 

1,000 

51.000 



- 

To Opening Stock 

To Purchases 

To Octroi 

To Gross Profit c/d 

Rs. 

20.000 

1,50.000 

2.000 

43.000 

By Sales , 

By Closing Stock 


2,15.000 

- 

To Interest 

To Salaries 

To Depreciation 

(10% on Premises and 
Machinery) 

To Rent 6,000 

Less Last years* 

Outstanding 2.000 

3.000 

6,000 

7,500 

By Gross Profit b/d 

By Sundry Receipts 

4,000 

Add Outstand ing 1.000 

5.000 


To Commission 3,000 

Add last year's 

Prepaid 1.000 

4,000 


To Office Expenses 

To Advertisement Exp. 

To Net Profit c/d 

2.000 

1,000 

19,500 


To Dividends 

To Addition to Reserve 

To Balance c/d 

48,000 

8.000 

4.000 

17.500 

By balance of Profit from 
last year 

By Net orofit b/o 


29,500 



2 , 00.000 

15.000 


2 ,15.000 

43.000 

5.000 


48.000 

10,000 

19,500 


29.500 


Closing - _ nnn . 

Share Capital Rs. 1.20,000; 10% Debenture, R«. 30000 . 
Creditor* R*. 40,000 ; Debtors Rs. 60,000 ; B/P Rs. 12,000 . 
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B/R Rs. 4,000 ; Furniture Rs. 15,000 ; Plant Rs. 50,000 (both 
these assets to be purchased by the end of the year). 

Solution 

CASH BUDGET 


Opening Balance as on 1st Jan. 1979 
Add : Net Profit for the year 
Depreciation 
Decrease in B/R 
Increase in B/P 
Issue of share capital 
Issue of Debentures 
Decrease in Prepaid Commission 
Decrease of stock 


Less : Purchase of Plant 

Purchase of furniture 
Increase o( Debtors 
Decrease of Creditors 
Decrease in Outstanding Rent 
Dividends paid 

Closing Balance as on 31st Dec. *79 


(3) Balance Sheet Method : 

With the help of budgeted balances at the end except cash and 
bank balances, a budgeted balance sheet can be prepared and the 
balancing figure would be the estimated closing cash/bank balance. 
Thas, under this method, closing balances other than cash/bank will 
have to be found out first to be put in the budgeted balance sheet. 
This can be done by adjusting the anticipated transactions of the 
year in the opening balances. The following example would 
elucidate the procedure adopted. 

Illustration 145 

With the figures given in Illustration 144 prepare the cash 
budget using balance sheet method. 


KS. | 

19,500 

7,500 

1,000 

2,000 

20.000 

30,000 

J,000 

5,000 


50,000 

15.000 

20,000 

10,000 

1,000 

8,000 


KB. 

51,000 


86,000 


1.37,000 


1,04,000 


33,000 
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Solution 


BUDGETED BALANCE SHEET 
as on 31st Dec. 1979 


Liabilities 


Share Capital 
10% Debentures 
General Reserve 
Profit and Loss a/c 
Creditors 
B/P 

Outstanding Rent 


Amount 

Rs. 


1,20.000 

30.000 

24.000 

17,500 

40.000 

12.000 

1,000 


Assets 


2.44.500 


Premises 

Less Depreciation 

Machinery 
Less Depreciation 


Rs. 

50,000 

5,000 

25.000 

2.500 


Furniture 

Debtors 

B/R 

Plant 

Closing stock 

Bank (Balancing figure ) 


amount 

Rs. 


45,000 


22.500 

15,000 

60.000 

4.000 

50.000 

15.000 

33,000 


2.44.500 


Research and development budget 

Research and development costs are to be h ** f - 

the products or the methods of the concern do not become - wt of 
date. The research and development budget is a forecast o 

such expenses.^ 

The final or master budget N -<n 

The Master Budget is "a summary of the budget 
capsule form made for the purpose of presenting, mo -re f o 
the hiehliehts of the budget forecast. 1 The Institute o. Cost an 
Management Accountants, England defines it as tne 
budget, incorporating its component funct.onal budge.s 
finally approved, adopted and employed. Thus it u a su "J™ a ^ 
budget which incorporates all other budgets It sets out the plan ° 
operations for all departments in considerable detail ior the budge 

period. The budget may take the form of a Profit and Loss Acco 

unt and a Balance Sheet as at the end of the budge* period. 

The Master Budget requires the approval of the Budget 
Committee before it is put into operation. It may happen some¬ 
times, that a number of master budgets have to be prepared before 
the final one is agreed upon. The budget generally contains details 
regarding sales (net), production costs, cash position, and key 
account balances (for e.g. debtors, stock, fixed assets bills payable 
etc ). It also shows the gross and the net profits, and the important 
accounting ratios. It may be in the following form : 

X. Rowland and William H. Harr “Budgeting for Management Control” 
second Edition) p. 173. 
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MASTER BUDGET 

Period : Normal Capacity s ' Budgeted Capacity : 
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V FIXED AMD FLEXIBLE BUDGETING 

Flxad budget 1 

A budget prepared on the basis of a standard or fixed level lot 
activity is known as .a fixed budget. It doesnot change wi - c 
change in the level of activity. Therefore, it becomes a 
SnuLmg yard in case the level of activity (volume of production 
or sales) actually attained does not conform to the one assu “}^ 

The management will not be m a po.UU»» 
asseu the*performance of different departmental heads on ,h ® “““ 
of^*bu dcreupr epared by them because they can serve as meaiurmg 
«icfa only wh^Tthe Actual level of activity, correspondstothe- 
hndaftfHi level of activity. On account of these defects of fixed 
budgeting, it has become a common practice in °to 

where sales and production connot be estimated accurately to give 
up The Concept of fixed budgeting a. it does not provide for auto¬ 
matic adjustments with volume changes. 

FlaxIbU budget- 

A budget prepared in a manner so as to gjve the budgeted 
cost for any level of activity is known as a flexible budget. Such a 
budget is prepared after considering the fixed and variable elements 
of cost and die changes that may be expected for each i em »t 
various levels of operation. Flexible budgetmg is desirable in the 
following cases— « 

(i) Where on account of typical nature °f the business the 
sales are unpredictable for eg. in luxury or semi-luxury 
trades. 

{%%) Where the venture is a new one and therefore, it “ 

impossible to foresee the public demand for e.g. novelties 
in the fashion. 

(m) Where the business is subject to the vagaries of nature 
such as soft drinks etc. 

(iv) Where the progress depends on adequate supply of labour 
’ and the business is in area which is already suffering from 
shortage of labour. 

Illustration 146 

With the following data for a 60% activity prepare a budget 
at 80% and 100% activity. 

Production at 60% capacity—600 units. 

. Materials Rs. 100 per unit 

I^Eabour Ra. 40 per unit. 

^Expenses Rs. 10 per unit. ___ _ 
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Soluti* 


FLEXIBLE BUDGET 


Period. 


Capacity 

Output (units) 

60% 

600 

80% 

800 

100% 

1,000 

Remarks 

Materials (Rs. 100 per unit) 

Labour (Rs. 40 per unit) 

Expenses (Rs. 10 per unit) 

Factory Expenses (Rs. 40 per unit) 
Administration Expenses (Rs. 20 per 
unit) 

Total variable costs 

Fixed Costs : 

Factory Expenses (40%) 
Administration Expenses (60°/ 

Total 

Ra. 

60.000 

24.000 

6.000 

24,000 

12.000 

Rs. 1 
80.000 1 
32.000 
8,000 
32,000 
16.000 

Rs. 

1,00.000 
40,000 
10.000 
40 000 
20,000 

Variable 

•• 

•* 

*• 

•» 

1.26.000 

16,000 

18.000 

1,6° 000 

16.000 

18,000 

2.10.000 

16.000 

18,000 

Fixed 

•» 

i- 

1,60,000 

2.02.000 

2.44.000 



Illustration 147 

The following overhead expenses relate to a; cost < c entre opwa- 

ss-ja i-sLsrs- ,ir. k “ 

capacity. . 

Indicate the basis upon which you have est.mated each item 

of expense for the different operating levels— 

Mi 


Foreman 

Assisiaot Foreman 
Inspectors 
Shop Labourers 
Machinery Repairs 
Defective Work 
Consumable Stores 
Overtime Bonus 
Machine Depreciation 


60 

40 

6S 

40 

100 

25 

20 

110 
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Cost Centro 

Normal Capacity : 


FLEXIBLE BUDGET 
Machine Shop 
10,000 units _ 

Capacity 


4. Foreman’s Salary 60 


Salary 


3. Inspector’s Salary 


wages 


pairs 


50% T 

75% 

100% 

125% 

_ 

60 

Rs. 

60 

Rs. 

60 

Rs. 

60 

40 

60 

60 

80 

65 

100 

130 

l 

165 

40 

60 

80 

100 

100 

150 

200 

300 


6. Defective Work 25 


7. Consumable 
Stores 


8. Overtime Bonus — ; 


9. Machine Depre- 130 100 

ciation. 


Week ended . 


Basis of revision 
if any 


It will remain fixed 
irrespective of capacity 
level. (Fixed Cost) 

Additional supervision 
will be required with 
rising levels of activity 
(Semi-variable Cost). 

With iucreased activitly 
inspection cost wil 
rise by capacity levels, 
(Semi- variable Cost). 

It will increase with the 
capacity level (Vari¬ 
able Cost). 

The repairs may incre¬ 
ase more than pro¬ 
portionately if 100% 
capacity is exceeded 
(Semi-variable Cost). 

Defective work will in¬ 
crease more than pro¬ 
portionately because 
of strain fatigue etc. 
(Semi-variable Cost). 

It will inoreasc propor¬ 
tionately with increase 
in levels of activity 
(Variable Cost). 

It may be necessary to 
reach even 100% capa¬ 
city level on account 
of sickness and absen- 
eeism of ' workers 
(Semi-varCabie Cost). 

It is a Semi-variable 
expense but excess 
provision should be 
made for exceeding 
normal capacity on 
account of excessive 
wear and tear. 
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Illustration 148 

The expenses budgeted for production of 10,000 units in a 


The expenses Duagtuea m 
factory are furnished below— 


Unit 


Materials 

Labour 

Variable Overheads 

Fixed Overheads (Rs. 1,00,000) 

Variable Expenses (Direct) 

Selling Expenses (10% Fixed) 
Distribution Expenses (20% Fixed) 
Administration Expenses (Rs. 90,000) 


Total Cost of per unit (to make and sell) 195 

Prepare a Budget for production of 
(o) 8,000 units, and 
(b) 6,000 units 

Assume that administration expenses are rigid for all levels 
production. 


Solution 


Nature of cost and 
other expenses 


FLEXIBLE BUDGET 


10,000 Units 


Per unit Amount 


1000 Units 


6,000 Units 


"sap— : g jm 

assu ». 

Direct variable expenses 5 

FlX ^s°l!o0^w’ 10 1000 

8 T55 XPCm,et: 13 13.0 

Variable M 1.17.0 

Distribution Expenses: 

Fixed , 11 iln 

Variable 5 6 56,0 

Administration Expenses 3-0 50,C 

Total Cost to make and selll 155 |l5,90,( 


12 500 1,00.0 

I- 625 13,0 

II- 700 93,6 

1-750 14,C 

5- 6C0 44,8 

6- 250 30,C 

159425 12,75/ 


70 4^0.000 

25 1,50,000 

20 1^.000 
5 30.000 

16*667 1,00,000 

2 167 13,000 

11-700 70,200 

2-334 14.000 

5 600 33,600 

8-333 | 50.000 

166-801 10,00.800 


IMPLEMENTATION OF BUDGETS 

The responsibility for implementation of the budget lies on the 
respective Departmental Heads. Each Departmental Head will be 
suppled with a copy of the section of the master budget approp^. 
ate to his sphere. For example, the chief buyer will be‘ 
with he copy of the materials purchase budget so that he mav arrange 
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for purchase of necessary materials. Periodical report irom the 
various sections of a department will be received by the departmental 
head who will in summary form submit a report about his depart¬ 
ment to the budget committee. The report may be daily, weekly or 
monthly depending upon the size of the business and the budget 
period. These reports will be the form of comparison of budgeted 
and actual figures, both periodic and cumulative. The purpose of 
submitting these reports is to convey promptly the information about 
the deviations in actual and budgeted activity to the person who has 
the necessary authority and responsibility so that he may take 
necessary action to correct any deviation from the budget 

Illustration 149 

The budgeted and actual sales for a budget period are reported 
to the sales manager as follows : 



Budgeted 

Sales 

Actual Salat 

Product 

(Units) 

(Units} 

A 

900 

1,030 

B 

600 

300 

C 

700 

600 

D . 

400 

430 


What can be the causes of low sales of products B and 0 7 
What suggestions do you offer ? 

Solution 

The low sales of products B and 0 may be due to increased 
competition, change in x fashion, slow deliveries, excessive selling 
prices, inadequate salesmanship, inadequate advertising etc. The 
Sales Manager should investigate the real causes of such low sales 
and having found them should take necessary steps to stimulate the 
sales of products B and C. • In case the sales cannot be stimulated 
on account of certain unavoidable reasons he should request the 
Budget Committee to authorise for revision of the Sales Budget. The 
Budget Committee shall permit revision after consulting the Chief 
Executive. This may also make necessary revision of the production, 
financial and other budgets. 

There is no cause of concern regarding products A and D . 
They are selling well. However, if increased sales are not of a 
temporary nature, revision of production, financial and other 
budgets may also become necessary. 

Budgetary control applied under conditions of un¬ 
certainty. 

Budgeting is essential for all types of businesses, whether large 
or small and in the public as well as private sectors- Particularly, in 
view of constraints like risks, uncertainties as well as availability of 
resource?, budgeting is all the more necessary. In general it shall be 
helpful (a) as a tool for management control, (6) as an instrument 
ol delegation and accountability, (c) as a means of communica¬ 
tion, and ( d, as a effective weapon for evaluating the overall per¬ 
formance of an enterprise. But since the risk and uncertainty as to 
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price and consumer behaviour etc. are serious handicaps the flexible 
budgeting approach or the technique of preparing alternative fore- 
casts may be usefully adopted. On account -J such factors, the 
budget period will naturally vary. A long-term budget combined 
with annual budgets further broken up into quarterly monthly, 
weekly or even dfily estimates may be considered suitable under 
Tuch conditions. Revision of budgets frequently may have to be 
resorted to. 

The budgets should not be imposed from above t.e. tne top 
management. For successful programming, it is essential that the 
urge for their implementation comes from within and for that parti¬ 
cipation of all concerned is a must. Budgeting should emerge from 
the middle management, it should roll upwards and downwards and 
then finalised by the top management in the light of suggestions 
amTcriticisms received.^ In vietv of the rapidly changing circum¬ 
stances, it is imperative that the budgets are reviewed regularly by 

the Budget Committee and necessary amendments incorporated 
continuously on the basis of altered conditions. 

Control ratios 

Three important ratios are commonly used by the management 
to find out whether the deviations of actuals from budgetedresults 
are favourable or otherwise. These ratios are expressed in terms of 
* If the ratio is 100% or more, the trend is taken as 

favourable. The indication is taken as unfavourable if the ratio is 

less than 100%. Tl>ese ratios are- 

Activity ratios 

It is a measure of the level of activity attained over j^ 

exp^se^aT a^percenuge oTthe budgeted hours. 

. S tandard hours for actu al production „ } 

Activity Ratio- Budgeted hours 

Capacity ratio , . , 

BSanSeSib'rta* 

number of working hours in a budget period. 

. Actual h ours worked ^ inn 

Capacity Ratio— Budgeted hours 

Efficiency ratio . . . 

This ratio indicates the degree of “^‘"lent'to^he 

Auction. It is obtained when the standard hours equivalen 
work produced, are expressed as a percentage of the actual 
spent in producing that work : 

Standard hours for act ual production xl00 
Efficiency Ratio=-Actual hours worked 
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Illustration 150 

A factory produces 2 units of a commodity in one standard 
hour Actual production during a particular year IS 17,000 units 
and the budgeted production for the year is fixed at 20,000 units. 
Actual hours operated are 8,000. Calculate the efficiency and acti¬ 
vity ratios. 

Solution 

2 units are produced in one standard hour 


17,000 units 

and 20,000 units 
Efficiency Ratio 

Activity Ratio 


M 


*• 


17,000 . c 8 500 stan dard hours for 
2 ’ actual production 

20,00 0_ ie > 10,000 budgeted hours 

Standard hours for actual production y ^ nn 
Actual hours worked 


= |^Xl00=l06-25% 


Standard hours for actual production 
Budgeted hours 

-ww-* 100 - 85% ' 

Illustration 151 

A factory manufacture, two type, of 
Activity Ratio, Capacity Ratio and Efficiency Ratio. 

Hrs. 


Solution 

Standard hours for actual production 
3 500 units X 10 

T 300 units X 20 


5,000 

6,000 

11,000 


Budgeted Hours 

Actual Hours Worked 60 x 8 x 25 = 12,000 

S tandard hours for actual production ^ jqq 
A ctivity Ratio — Budgeted hours 

129? 




Actual hours worked ,^ n 
Capacity B.atio— Budgeted hours^ 
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Efficiency Ratio= 


S-x;°°=i4io/ 0 

Standa rd 1 , ours tor actual production 
Acual hours worked 

11,000 ,QQ_noo/ 

100-92 /0 . 

QUESTIONS 


THEORETICAL 

1. A budget has been defined as “A financial, quantitative interpretation, 
pi ior to a defined period of time, of a policy to be pursued for that period to 
attain a given objective". Bring out, from the above definition, the essentials of 
a Sudget. 

2. (a) Define budgetary control and explain its objectives. 

(ft) Define how functional budgets are built up, taking any one specific 
example. ( C.A . Inter May 75) 

3. Mr. Managing Director is surprised that his profit every year is quite 

di:Terent from wbat he wants or expects to achieve. Someone advised him to 
in ital a formal s>stem of budgeting. He employs a fresh accountant to do this. 
Fcr two years the accountant faithfully makes all budgets based on previous 
yens accounts. The problem remains unsolved. Advise Mr. Managing Director 
and the accountant on what steps they should take. Make assumptions about 
wbat is lacking. {C.A. Inter Nov. 73 and May 74) 

4. Define "Budget" and "Budgetary Control". Give a description of 

two important budgets. (B. Com. {Hons.) Delhi 79) 

5. {a) What do you understand, in relation to management accounting 
bv "Budgetary Control" ? 

(b) To what extent, if at all do you consider that an accountant in the 
position of budget controller should accept responsibility for— 

(0 tbe actual amount budgeted ? 

(//) subsequent variance between actual results and budgets « 

(i7i) the successful operation of the system of budgetary contr ol ? 


PRACTICAL 

6. Production costs of a factory for a yoar as follows : 


Direct Wages . 80,000 

Direct Materials lr20, 555 

Production overheads, fixed 40,000 

Production overheads, variable 60,000 

During the forthcoming year it is anticipated that: 

(а) the average rate for direct labour remuneration will fall from Rs. 3 
p;r hour to Rs. 2 50 per hour ; 

(б) production efficiency will remain unchanged ; 

(c) direct labour hours will increase by 33J%. 

The purchase price per unit of direct materials and of the other materials 
and services which comprise overheads will remain unchanged. 

Draw up a budget and compute a factory overhead rate, the overheads 
be : .ag absorbed on a direct wage basis. 

[Ans. Budget Rs. 3.08,889, Overhead rate 112*5%1 
(Hint. Wages Rs. 88,889. No. change in overheads) 

7. Jamuna Printing Co. Private Limited ended with the following Profit/ 
Lc it during the year 1978 : 
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Less 


Sales 

Expenses 


(All figures in lakhs of Rs.) 

3558 




Raw Materials 
Stores 
Exponses 
Interest 
Depreciation 

Loss fo» the year 

The pres, had beep working at 60% of capacity during 1978. Of the 

expenses of Rs. 20 40 lakhs. 25% is variable. . .. nbe 

In 1979 proJu;tion',iles volume r ° f se 'by' rSVm iXh? 
achieved. Fixed cos. .s however expected to .ncrease by R ^ 

Draw the 1979 Budget. [Am Budgeled Profit Rs. 3.74.0001 

individual expenses vary as indicated under B below. ^ 


Material Cost 
Labour cost 
Power 

Repairs and maintenance 

Stores 

Inspection 

Depreciation 

Administration Overhead 

Selling Overhead 


Cost per unit 


Rs. 

25.000 

15.000 

1.250 

2.000 

1,000 

500 

10.000 

5.000 

3.000 

Rs. 62.750 
Rs. 1255 


100% varying 
100 % 

80% 

75% 

100 % 

20 % 

100 % 

25% 

50% 


duc ,io 0 ^«^^^^r each '^ssWeSB 

Of 1 WO U^S £' l U 2 a 33fT^^4 R 020 1288 ' T ° ,alRt - 5M ' C °“ '”” 

° n,t «’ a limited Company * engaged in the business of manufacturing 
standard toys.^l?has prepared a s.x-monthly budget, which shows the followinf 
particulars : 


Sale 
Variable Costs : 

Manufacturing 
Selling 
Distribution 
Semi-Variable Costs : 


80.000 units @ Rs. 20 per unit 


Rs. 

Re 

Re. 


6 per unit 
1 per unit 
0 25 per uhit 


Rs. 

60.000 

30.000 

16.000 


Manufacturing 
Selling 

Administration 
Fixed Cost : 

Manufacturing 
Selling 

Administration 

it is decided to provide a plastic tray al >13 w :h sale .. w* 

mated this gesture oo the part of the Company would boost up the sales rror 
30,000 units to l,03.030 Units. 


60.000 
40.000 
80.000 
of toys. 


It is est 
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The above proposal would involve an additional expenditure. The same 
is estimated as under : 


Semi-variable costs— 

Rs. 

Manufacturing 

',000 

Selling 

4 000 

Administration 

Fixed Costs : 

2,000 

Manufacturing 

10,000 


You are required to prepare a stater aho** 6 (0 Comparative Cost of 
production and (ii) Profitability. 

State also the factors which the management should take into the 
account at thfc final decision. ( C.A . Final) 

[Ans. Total Cost Rs. 8,66,000 and Rs. 10,31,000 ; Profit Rs. 7,34,000 and 
Rs. 9,69,0000. 


10 ABC Ltd. a newly started company wishes to prepare cash budget 
erom Janut ry. Prepare a cash budget for the first six months from the following 
fstimated rivenue and expenses— 


Month 

Total Sales 

Rs. 

Materials 

Rs. 


Overheads 

Wages 

Rs. 

Production 

Selling and 
distribution 

Rs. 

Jan. 

20,900 

ES 


3,200 

800 

Feb. 

22jp00 



3.300 


March 

28.000 

Ih.OOO 

4.600 

3,400 

900 

April 

36,000 

22,000 

4.600 

3,500 

1,000 

May 

30.000 

20,000 

4,000 

3,200 

900 

June 

40.000 

25,000 

5,000 

3,600 

1,200 


Cash balance on 1st January was Rs. 10,000. A new machinery is to b< 
installed at Rs 20,000 on credit, to be repaid by two equal instalments in March 
and April. 

Sales commission @ 5% on total sales is to be paid within a month follo¬ 
wing actua lsales. 

Rs; 10.000 being the amount of 2nd call may be received in March. 
Share premium amounting to Rs. 2,000 is also obtainable with the 2nd call. 


4 


0° 


Period of credit allowed by suppliers —2 months 
M , r „ ,, v to customers —1 month 

Delay in payment of*overheads —1 \ T. 

* „ .. w *ges — i •• 

Assume cash sales to be 50% of total sales. 

[Aos. Closing Balance : Jan. Rs. 18,000 ; Feb. Rs. 29,800 ; March Rs. 
27,000 ; April Rs. 24,700 ; May Rs. 33.100 ; June Rs. 36.0001 


11. From the information given below, prepare a Cash Budget of the 
Ja.pur Refiigcrators (P) Ltd. for the quarter January-March 1979- 
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fa) Sales Budget- 
Units 

(b) Selling Price per 

unit Rs. 

(c) Off-season dis¬ 
count 

(</) End of Month 

Inventory-Units 


Dec. *78 


Jan. *79 Feb. *79 March *79 April'79 


1,000 1.000 1.000 


1,000 


1.000 


Inventory-Units 10 u ,_ Anfh of sale and the 

( e) Half the sales proceeds are collected in the m 

other half in the month following. f , c purc hased 

(/) Materials, amounting to 300 P« for in C a»b earning 

one month in advance of manufacture ana Pjc e( ,. 

5% cash discount on half of the material pu . overheads 

Direc. Labour Budge. wa, Rs. 50 per uni. and var.able 
Rs. 100 per unit. 

(A) Indirect Labour Budget was R». 6^ per mon ^ moDt „. 

(/) Depreciation was provided un,formally a. RS q • durtag off- 

( / )The fixed overheads budget was Rs. t “ s . the quarterly 

season and Rs. 7.000 dur.ng the season Out or tn . in the 

premium for fire insurance amounting to Rs. ouu wa p 

first month of each quarter. ™ non were expected 

to'be^declared i^March 1979 and'paynwnts gwere ’to be spread bet- 

in December 1978 on » months 

(m) The Company had overdraft arrangements with the State Bank of 
Jaipur and Bikaner Ltd. uptoRs. ^ , 2 797 . 50 ; March 

[Ans. Closing Balances—Jan. Rs. 6.410 , Feb. R». • 

r« to 597’5Q1 

12. The following data are available in a manufacturing company for a 
half-yearly period 

Fixed Expenses: Rs. 

(Lal:hs) (Lakhs) 

Wages and Salaries f’.t 

Rent. Rates and Taxes 2.2 

Depreciation . M o.a 299 

Sundry Administration Exponses 

Semi-VAT.-me Exptoses : S 

(at 50% of capacity) 

Maintenance and Repairs 
Indirect Labour 

Sales Deptt. Salaries etc. * 179 

Sundry Aministrative Expenses 

Variable Expenses : 

(at 50% of capacity) Q 

Materials 25*6 

Labour 3.0 53.4 

Other Expenses - - 

\«ume that thx fixed e*peLS« remamconstaatfor alllevels of Pjoduc- 

by 20 % between 80% 

ind 100 % capacity. 
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dales at the various levels are: 


»» 

»» 


(Rs. Lakhs) 
100-00 
120 00 
150 00 
170 00 


60% Capacity 
75% 

90% 

100 % 

Prepare a flexible budget for the h alf year and forecast the profits at 60%, 
75%, 90% and 100% of capacity. 

(Ans. Loss Rs. 11,88,000 ; Loss Rs. 9,69.000 • Profit Rs. 2.50,000 : Profit 
Rs. 11,82,000] 


single 


13. The budgeted output of a factory specialising in the production of a 
product at the optimum capacity of 6,400 units per annum amounts Rs. 



Rs. 

Rs. 

:d Costs 
iable Costs 


20,688 

Power 

1,440 


Repairs etc. 

1,700 


Miscellaneous 

540 


Direct Material 

49.280 


Direct Labonr 

1,02.400 

1.55,360 


1,76,048 


Having regard to possible impact on sales turnover by market trends the 
company decides to have a flexible budget with a production target of 3,200 and 
4,800 units (the actual quantity proposed to be produced being left to a later date 
before commencement of the budget period). Prepare a flexible budget for pro¬ 
duction levels at 50% and 75%. 

Assuming Selling price per unit is maintained at Rs. 40 as at present, 
indicate the effect on net profit. 

Administration, Selling and distribution expenses continue at Rs. 3,600. 

(C.A. Final) 


[Ans Cost of Production at 100% Rs. 1,76.048, at 75%, Rs. 1,37,201, at 
50% Rs. 98.368 

Net Profit at 100% ; Rs. 76,352 ; at 75% ; Rs. 51,192 at 50%; 
Rs. 26.032) 


14. State what do you understand by : 

(а) efficiency ratio, 

(б) activity ratio, 

(c) capacity ratio. 

Illustrate your answer with a formula and an 
from the following figures : 

Budgeted production 
Standard hours per unit 
Actual Production 
Actual working hours 

[Ans. (a) 125% ; (6) 85 23% and (c) 6818%] 


example of each calculated 

Units 

88 

10 

75 

600 
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andard 
Costing 


Standard costing i* a specialised technique: of'costi 8 
° which standard costs are predetermined, ac ual cos's 
compared with such predetermined costs, the WttMM 
the two are noted and analysed as to the.r causes o that «««« 

measures may be taken to control the factors leading 

able variations. The system of standard *.“• L rc tsing 

various steps-from the setting up of standards to finally 
control over costs. It aims at assessing or P refix '"f.'^^dTtion, 
product, process or operation under standard apenting “"ent for 
ft serves as an effective tool in the hands of the he 

planning, co-ordination and control of various actvities ottn 
business® There is a continuous process of growth rfM‘ 
through the help of standard costing technique since *!>• ■taadwd 
costs set in are realistic, capable of being ««««“*«£ B *!' '„f {he 
from time to time according to need, and 

business enterprise. This technique, if .mplemented inoonjunct.on 
with the system of budgetary control, provides better and mere 
successful operation of the business. 

DEFINITION OF STANDARD COSTING 

According to the Institute of Cost and Management Accountan:, 
England. Standard Costing is "the preparation ^ " 
cost, their comparison with actual cost, and the ““lysis of Variances 
to their causes and points of incidence The defi !"' 10 " g , y 

W.W. Bigg, makes the concept of standard closing . * 

According fo him, “Standard Costing disclose, the cost of d ^‘ at £”.. 
from standard and classifies these a, to the.r causes so that manag ^ 
ment is immediately informed of the sphere of operations in which 
re medial action is necessary 

Thus standard costing is a method of ascertaining costs wherebv 
statistics are prepared to show : 



COST ACCOUNTING 


336 


K a) the standard cost ; 

(6) the actual cost ; 

(c) the difference between these costs which is termed as 
variance. 1 

Standard costs are determined for each element of cost —direct 
materials, direct labour, overheads (fixed and variable)—separately 
and then variations from actual costs are computed in respect of each 
element distinctly so as to detect which part of the costs needs con¬ 
trol and to which department, process or operation, the responsibility 
may be placed. The standard costs are organised to uncover and 
report off-standard conditions. The management should strive for 
the attainment of standard costs because they are attainable ideal 
costs and are practical from the point of view of business. 

BUDGETARY CONTROL AND STANDARD COSTING 

The systems of budgetary control and standard costing nave the 
common objectives of controlling business operations by establish¬ 
ment of pre-determined targets, measuring the actual performances 
and comparing it with the targets, for the purpose of having better 
efficiency and of reducing costs. • The two systems are said to be 
mter-related but they are not inter-dependent The budgetary 
control system can function effectively even without the system of 
standard costing in operation but the vice versa is not true. Usually, 
the two are used in conjuction with each other to have most fruitful 
results. The distinction between the two systems is mainly on 
account of the field or scope and technique of operation. 



Budgeting 


Standard Costing 

1. 

Budgetary control is concerned 
with the operation of the business 
as a whole and hence it is more 
extensive. 

1. 

Standard costing is related with 
the control of expenses and hence 
it is more intensive. 

2. 

Budget is a projection of financial 
accounts. 

2. 

Standard cost is the projection of 
cost accounts. 

3. 

It does not necessary involve 
standardization of products. 

3. 

It requires standardization of pro¬ 
ducts. 

4. 

Budgetary control cao be adopted 
in part also. 

4. 

It is not possible to operate this 
system in parts. 

3. 

Budget can be operated without 
standards. 

5. 

Standard costing cannot exist 
without budgets 


STANDARD COSTING Vs. HISTORICAL COSTING 
Vs ESTIMATED COSTIG 

Standard costing can be distinguished from historical costing and 
estimated costing. Under historical costing, tne costs are the actual 
costs and, therefore, the question of exercising control does not arise 
at all. It is simply an analysis ofr costs after they have been incurred 
ai.d, therefore, pertain to past data. Estimated costing, on the 


1. Wheldon : "Cost Accounting and Costing Methods.** cd. 13th pace 540. 
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other hand, refers to that ‘Y 5 **® wbS 

estimated in advanc^rneamng of time are conceived of 

likely to be ^his is done with reference tc 

well before their being inc .^"® d ; the business. It >?. 

historical costs and the prevails g historical costs of a busi- 

thus, an estimation of the actual ° ^ standard costing refers to 
ness in anticipation. As a P a , ’ s w hj c h ought to be there 

that system of costing whereunder advance. Standard costs 

and should be attained are determined in advance predicted 

strive to make the actual costs come into line 

costs, whereas m est11 ”**** c ° 8 ’ ‘standard costs’ under standard 
with the actual costs. Thus, the i wha t the costs shall 

costing does not refer to what th oueht to be. Standard 

be buf refers ^ what the costs .bguWta or expected 

goal and 

^5le^standard Tostfarefasel 
past experience or personal op.n.on : .tandard costs are ^ ^ & 

on carefully and scienuficany estaW.shed figu^e^e affa £ s whUe 

product. The estimated costing s PV P . i nslrum ent of 

standard costing besides plann.ng acts as adynamic! nstr 

-TSTtf S7S.-5 g 

main points of difference are as under :_ 


Estimated Cost* 

1. Estimated cost can be used in any 
business which is running under 
historical costing system. 

2. Compilation of estimated costs 
may be made at any time for any 
specific purpose. The costs may 
reflect approximations or less 
accuracy. It doesn’t matter 
much. 

3. The use of estimated costs is as 
statistical data only. 

4. The primary emphasis under esti¬ 
mation is on the ascertainment of 
costs and such costs depend on 
expected actuals or average of 
past performances. 

5. Estimated costs can be ascertained 
for a part of the business also and 
for a particular purpose. 


Standard Cost 

1. Standard cost can be applied m a 
business operating under standard 
costing system. 

2. Calculation on scientific 

to be made for arriving at stand 

ard costs. 


Standard costs are used as a regu¬ 
lar system of accounts from which 
variances are tound ou 

The cost control is the mam as¬ 
pect involved under this system. 
Standard costs serve as yardsticks 
for measurement of performance. 

Standard costs are tobc find m 
respect of every element of cost and 
therefore, it incorporates whole ol 
the manufacturing process_ 


•Sometimes also termed as ••hudaoted cost’ . 
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. The need of standard costing arises because the historical 
costing system which is usually adopted in every business concern 
has certain deficiencies. In case of historical costing costs are 
known only after the production takes place while the policies are 
to be determined before the production begins, and hence it may not 
be much useful. Thus operating efficiency cannot be measured with 
tne help of historical costing. Moreover, th ehistorical costs may be 
too expensive to compile. 

APPLICATION OF THE TECHNIQUE OF 
STANDARD COSTING 

Standard costing is not a method of costing just as process or job or 
111,11 ?* sling is a system or technique of cost accounting which 
can be used in conjunction with process, job or operating costing 
without any difficulty, whatsoever. Industries where standard costing 
is more suitable can be categorised as under ; 

1. Process industries where the method of production and 
nature of output are the same. The examples of such industries are 
chemical industries, distilleries, paper-making and metal processing 
etc. 

2. Industries where the methods of manufacture are repeti¬ 
tive and products are more or less homogeneous, t.g.. agricultural 
apd food products. 

, 3; Service industries where operation costing is also appli¬ 

cable like transport, gas and water, electricity etc. 

4. Engineering and textile industries where large range of 
oroducts are manufactured. 

5. Extraction industries such as coal, oil and timber. 

Where the work is not repetitive t.g ., construction work, con¬ 
tract work, ship building and erection work etc., it is difficult to set 
standard and, therefore, standard costing would not be suitable. But 
in certain cases, it can be applied partially though not fully, at least 
to some advantage of the concerns. 

ADVANTAGES OF STANDARD COSTING 

It is imperative for management to have prior knowledge of costs so 
that decision making can be effective. Management can control 
costs on information being provided to it immediately for compari¬ 
son of results. The advantages of standard costing can thus be listed 
as follows : 

1 . Formulation of price and production policies. Stand¬ 
ard costing acts as a valuable guide to management in the formula¬ 
tion of price and production policies. It assists management in the 
field of inventory pricing, product pricing, profit-planning and also 
further reporting to higher levels. 

2. Comparison and analysis of data. Standard costing 
provides a stable and sound basis for comparison of actual costs with 
standard costs according to different elements separately. It brings 
out clearly the impact of external factors and internal causes on the 
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cosl and performance of the concern. Thus, it indicates places- 
where remedial action is necessary and how far imDrovement is 
possible in the long run. 

3. Cost consciousness. An atmosphere of cost conscious¬ 
ness is created among the staff, managerial as well as wcVmen, of 
the business. Standard costing also provides incentive to workers 
and middle and top executive personnel for efficient work. 

4. Better capacity to anticipate. A tighter, more accurate 
and effective budget can be formulated for the coming years by 
once knowing the deviations of actual costs from standard costs. 
Data are available at an early stage and the capacity to anticipate 
about changing conditions is developed. 

5. Delegation of authority and responsibility. The net 
profit is analysed and responsibility can be placed on the person 
incharge for any variations from the standards. The sphere of 
operation of adverse variations is disclosed and particular produc¬ 
tion department or centre can be held accountable for it. Thus* 
delegation of responsibility and authority can be made by manage¬ 
ment to control the affairs in different departments. 

6. Management by ‘exception’. The principle “manage¬ 
ment by exception” can be made applicable in the business. This 
helps the management in concentrating its attention on cases which 
are off standard i.e. t below or above the standard set in. The trend 
of costs is portrayed and therefore, a pattern is provided for the 
elimination of undesirable factors causing damage to the business. 

7. Better economy, efficiency and productivity. Manage¬ 
rial review of costs is more effective as the operations are scrutinised 
carefully and inefficiencies are disclosed. Men, machines and mate¬ 
rials are more effectively utilised and thus economies can be effected 
in business together with increased productivity. Besides it, a lot of 
clerical labour is also saved and economy is attained in calculations 
and computations. 

Limitations of standard costing 

1. Fixation of standards may be costly and may require high 
order of skill and competency. Small concerns, therefore, feel 
difficulty in the operation of such system. 

2. The industries which deal with non-standardised products 
and the jobs, which change according to customer’s specifications, 
may find the system of standard costing unsuitable and costly. 

3. Responsibility can be delegated upon a particular person, 
process or production only when the controllable and non-concroll- 
able factors are distinctly known—and this is a very hard nut to 
crack. 

MEANING AND DETERMINATION OF 
STANDARD COSTS 

It has already been stated that the technique of standard costing 
requires pre-determination of standard cos*« It becomes, therefore* 
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essential tor us to understand how the standards are set. But before 
that it will be proper to consider the true meaning of the term 
standard cost. Does it mean “ideal cost”, or simply “cost based on 
past performance, or normal cost.” We a?e discussing below the 
different meanings which may be attached to the term “standard 
cost”. There are also, therefore, different bases on which standard 
costs may possibly be determined. 

Meaning of standard costs 

Ideal costs 

These are costs which should be there under ideal working 
conditions, ideal management and ideal plant capacity. Such an 
ideal is a myth, far from reality. Such a flight of imagination does 
not have any material significance in rhe eyes of a practical manager 
who is aware of certain limitations which exist inspite of every 
possible check, control, care and caution. Perfection can never be 
achieved when one has to deal with men, materials and machines ; 
and not simply figures. The feasibility of perfection is not possible, 
even in biological and mathematical sciences, what to talk of 
management science which involves handling of man in particular 
whose behaviour is totally unpredictable at any given time. Some¬ 
times. miraculous results are achieved due to certain ; abnormal 
conditions but we concern ourselves not with such abnormalities but 
with whatever is feasible if strived for. When the plant is working 
at maximum capacity or even at more than its capacity level, 
perfection is a far cry and hence ideal costs cannot be regarded as 
standard costs for managerial control. 

Normal costs 

Such costs can be determined on the basis of the prevailing 
conditions of the business or industry. Thus, here it is assumed 
that plant is working at normal level of capacity and efficiency, 
workers are engaged in production activities performing their normal 
functions and the normal efficiency operations are being carried out. 
The cost shall thus be an average standard cost which is normally 
there in the bu»iness. Then, where the management would need 
control ? How would the business progress and brighten its 
prospects broaden and widen its field of activities and achieve 
prominence and success in the competitive market ? Besides that the 
meaning of ‘normal’ differs from one business to another. This 
suggests that normal levels of workmanship, efficiency, capacity and 
managerial operations are not significant and of worth for practical 
planning and control of costs. 

Costs based on ‘average of past performance* 

If past is any guide for fu'ure action, as is popularly regarded, 
the average of past performance should serve as the best ground 
for the ascertainment of standard costs. The costs which have been 
incurred during the past 3 or 5 years, for instance, as the case may 
be, are averaged out and the same may be taken as standard costs 
for the following period. This, again, would not be a correct basis 
for the computation of standard cost because it is not logical and 
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rational to assume that past trend will continue in future without 
anv changes or reservation, whatsoever. No doubt, past results have 
a significant role to play in shaping the standards, yet they are not 
enough and self-sufficient to constitute standards. Several errors, 
wastes, ineconomies and inefficiencies of plant and business are 
comprised therein. The circumstances in the present set-up might 
have altogether changed ; plant capacity might have increased or 
diminished, market conditions also might be adverse or more 
favourable. Besides that, different trends and tendencies might 
be foresighted. It is imperative to take a record of all these factors 
and, therefore, historical costs cannot serve the purpose of standards 
for standard costing. 

Current costs 

The costs which are currently or presently being incurred are 
also not a useful guide for standard cotts since they are neither m 
rhythm with past trends nor are inclusive of factors and conditions 
following ahead. Present is always to be adjusted for past as well as 
future. Current costs have even a weeker ground for being regarded- 
as a suitable basis for treatment as standards. 

Current actual costs are. in one way, the costs which are most 
accurate to be assumed as standards if the conditions remain static 
and circumstances, do not change. But this is seldom true in busi¬ 
ness and moreover we need cost control, the scope of which is absent 
if we adopt the current costs as standards. 

Expected or anticipated or budgeted costs 

The costs which are expected to be incurred during a particular 
following period are costs which closely follow the pattern of present 
costs, though adjusted according to past behavioral pattern as wel 

as future tendencies. But such costs would be an estimate of what 

the actual costs will be after the completion of the period lor wnicn 
the estimates have been prepared. As pointed out while disting¬ 
uishing estimated costing from standard costing, such estimated costs 
do not provide any basis for comparison and control. Estimated 
cost is just a prediction of the actual costs, : it is, in no way. better 
than what the cost is or what the cost shall be under normal 
conditions. A standard should be fixed assuming a somewhat 
higher level of efficiency than what is reflected under the simple 
estimation of actual costs. 

Reasoaably attainable costa 

Costs which can be attained reasonably if the mangement 
tries for them i.e., it makes a sincere and integrated effort to achieve 
the targets set in, can be regarded as a satisfactory yard-stick or 
benchmark for standards. Here we assume a level of operation 
which is certainly above the normal level of efficiency. It neither 
means perfection (an ideal) nor the current conditions nor even the 
normal conditions. The management by fixing costs at sue.’ a 

level, can make wholehearted efforts ro bnng down the actu:., con 

to the level of standards and can achieve better efficiency m ‘ho 
field of business operations. Some authors feci that reasona.-.y 
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attainable standards cannot be regarded as standards for our purpose 
because it is difficult to set in the level between actual costs and 
ideal costs. But, as a matter of fact, it is not at all difficult to set 
m such standards because we assume a better efficiency level than 
what is prevailing at present or even what shall prevail for which 
standards are being fixed. 

Such standards are not a myth, a miracle or a moon for a 
baby but are practical, realistic, capable of being attained if condi¬ 
tions are improved, strict control is exercised, wastes and inecono¬ 
mies are checked and the utilisation of the present capacity is at 
the maximum or fullest possible level of efficiency. Such costs can 
serve the purpose of management as standards and nence can oe 
adopted for comparison with actual costs. These standards will, of 
course, be elastic and dynamic. Elasticity ar 1 adaptability accord¬ 
ing to needs is one of the foremost requisitite.. of any good system 
and so is the case with the system of standard costs too. The 
standard fixed in the manner mentioned above is capable of being 
modified in accordance with the requirements of time and suitability 
of enterprise. Nevertheless, they are not to be frequently changed ; 
a suitability is tried to be maintained so that they can serve as useful 
guide for long-term planning and budgeting. It provides an incen¬ 
tive both to the workers and the executives and creates cost con¬ 
sciousness among them. An integrated effort shall be made round 
ivcry corner to reduce the costs to the level of standards, and effec¬ 
tive implementation of the system mav Drove to be a boon to the 
management. 

Thus standard cost of a product may be defined as “pre-deter- 
rained cost based upon engineering specifications and representing 
highly efficient production for quantity standards and forecasts of 
future market trends for price standards, with a fixed amount ex¬ 
pressed in rupees for material, labour and overhead for an estimated 
quantity of production.” 1 

The Institute of Costs and Management Accountants, England 
defines “Standard Cost” as, “a pre-determined cost which is calcu¬ 
lated from management’s standards of efficient operation and the 
relevant necessary expenditure. It may be used as a basis for price 
fixing and for cost control through variance analysis.” 

Standard costs, therefore reflect the best judgment of manage¬ 
ment as to what costs ought to be if the plant were operated with a 
high degree of efficiency with the standards for material, labour and 
overhead set as to be possible of attainment. 

Preliminaries to setting of standards 

Certain factors are to be borne in mind while fixing the 
standards : 

Period of use 

The first important criterion for establishment of standard costs 
is the length of the operating period for which standards are to be 
used. Long-term as well as short-term standards may be fixed 


1. Blocker and Weltmer, “Cost Accounting” Ed. 3, p. 301. 
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ranging for different periods. For long-term planning and grpwtfc 
standards for a longer duration, say 3 to 5 years, may be. 
while for planning and budgeting for the accounting period short 
term standards for a year or so are beneficial. For measuring th 
performance and exercising control over costs, short-term standard 
are most suited. The standards according to length of time, ma 
be categorised as— 

(а) Basic standards. These are not altered over a lon : 
period of time ; revisions are not frequent and there is a stability an« 
stagnancy in standards fixed. These “basic or bogey standard 
remain constant for a very long time and, therefore are applied n 
industries where onlv a small range of products are manufactured an. 
long-term planning is required. But since the conditions do no 
remain static in this dynamic world, the standards become obsolet 
and require overhauling and, therefore, the long-term basic standan 
are not realistic. 

(б) Current standards. Short-term standards are known a 
current standards. These are more suitable for business since the* 
take into account the current conditions are related to the budge 
period. 

In business, it will be useful to set both—long term as well a 
short term standards. This will help in finding out the variations u 
respect of both these standards in advance of actual production. 

Reasonable or desirable level of atta i n m ent 


This we have discussed at length already in the foregoing page 
and it can be said that standards are to be set assuming efficien 
working conditions and reasonably good performance. 


Activity-level 

The level of activity or performance required must oe decide* 
upon before establishing any standards. The level of output o 
production which shall be attained over the forthcoming period fo 
which the standards are to be computed, is to be assumed or judge< 
with regard to the capacity of the plant and the marketability o 
the products. The sales potential and production capacity decid 
the quantum of output to be manufactured within a particula 
period. The idle capacity, unutilised capacity and other limitin; 
factors should be taken into consideration before determining th 
attainable level of output. 

After bearing the above factors in mind, we can proceed t« 
sei up the standards for the different elements of cost separately. 


Setting of standards 

The standard cost is determined for each and every element o 
cost distinctly. The elements can be divided under the followinj 
categories : 

(i) Direct Materials ; ( ii) Direct Labour ; (in) Overheads— 
(a) Fixed overheads and (6) Variable overheads. 
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Standards for direct material cost 


The direct material cost is found out by multiplying the quan¬ 
tity of materials to be purchased with the rate or price at which they 
are available and hence the standards are to be set for both quantity 
and rate, separately, for the determination of standard cost of direct 
materials. 

(») Quantity s t a nd a r ds. To know, ‘how much material is 
required’ is a task which can be performed with the help of— 

(а) records of past experience i.e. historical data ; 

(б) mathematical or scientific computations and engineering 
specifications ; 

(c) test runs and experiments ; or 

(d) standard bills of materials. 

From past data : t*) an average may be taken out leaving 

aside the period which was abnormal ; or (»i) the trend may be 
established on the basis of past records or (m) the best previous 
performance may be noted down and this may be regarded as the 
standard quantity. 

The engineering specifications can be made as regards most 
economical size, shape and design of the article with due regard to 
the quality of the products. The different kinds and grades of 
materials to be purchased can be decided upon after mathematically 
computing the requirements with the assistance of the Product 
Designer or Engineer and Production Manager. 

Through test runs i.e. by testing a given quantity of materials 
through putting it into process, results can be derived and standards 
fixed on that basis. But here, the labour would be extra-cautious ; 
the wastes and delays, shrinkage and spoilage may be avoided and 
hence the test results may be artificial and sounding more than what 
is realistic. 

A single requisition form for every type of material needed for 
manufacture of a product is known as a bill of materials. The 
standard quantities for every type of materials used for a job or in 
a process or for a product are entered into the form and thus a 
standard bill is prepared. This standardised procedure is followed 
afterwards also while issuing materials for production. 

While determining standards for quantity of material to be 
used, it is essential to bear the quality of materials u mind. Besides, 
allowance has to be given for material waste, scrap^poilage, 
leakage and shrinkage, and mis-handling by labour etc. joe stand¬ 
ards for these things are also to be set and the amount of quantity 
to be purchased shall be enhanced accordingly. 

(i%) Price standard*. The material price standards can be 

set on the basis of either— , . . 

Cfl) orices paid in the past taking into account the anticipated 
trends of rise or fall oi prices in the market during the 
period for which standaids are to be determined ; or 
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(b ) average of the prices paid during the past period *.«. 
average or normal price ; or 

(c) basic or ‘bogey’ prices which are static or fixed in **•}***• 
Market fluctuations are not incorporated while deciding 
such basic prices. 

The current prices or the expected prices may be treated as 
standard prices. Whether short-term or long-term prices are to be 
fixed should also be settled beforehand, because it requpes an 
accountability of short-term fluctuations or long-term secular trend, 
respectively, for short and long-term standards. 

The inventories already in hand, the quality and quantity of 

materials to be purchased, the terms and conditions of contract 
and the source from which the material is to be made available 
(whether from a manufacturer or a wholesaler), are important factors 
which decide the rate at which the materials can be had from the 
market. 

The rate can be a reasonable one if the management tries to 
obtain materials in bulk at the most opportune time from the 
original source and effecting all sorts of buying economies. 
Market research and statistical surveys may be helpful to the manage¬ 
ment in the direction of improvement in buying efficiency and tap¬ 
ping of market at most economical prices. 

The raw materials for manufacturing different types of pro¬ 
ducts in a definite proportion is also to be determined i.e. the 
composition of the mix of various materials, the quality and quantity 
of each of them individually, would be required to be fixed. The 
prices at which they shall be available are set separately. Thus, 
after setting the prices and the quantity of materials, standard cost 
materials can be known. 

Standards for direct labour cost 

Just as in case of direct materials, the standards are to be fixed 
separately for quantity and rate, similarly for direct labour too, the 
standards are determined separately for quantum of labour to be 
employed in production and the rates of wages to be paid to them. 
Thereafter we, can get the direct labour cost by multiplying the 
standard quantity with the rate. The quantity of labour can be 
fixed in terms of time required for performing the various operations 
involved in production. The two standards regarding time and rate 
have been discussed below : 

(t) Standard time. By time, inotion and fatigue studies, as 
suggested by Frederic Taylor, the time to be consumed by labourers 
can be measured. Works and Methods analysis can be adopted and 
operation time for every activity noted down. The total time re¬ 
quired is further adjusted for wastages and contingencies, so as to 
determine the standard time. The conditions of work, standardisa¬ 
tion of products, efficient plant and equipments, efficient tools to 
handle, efficiency and skill of workers, quantity to be manufactured, 
continuous flow of managerial instructions etc. are certain factors 
which influence the time to be taken for performing a certain task. * 
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Thus, the labour time can be decided upon by averaging of the 
time consumed '.n a preceding period; by conducting time and motion 
studies ; by experiments or trial runs and than making estimations 
after combining the results with experience and knowledge of the 
manufacturing activities. 

(it) Standard rate. The type of labour required for perform¬ 
ing a specific job or activity would be the most important factor 
for deciding the rate of wage to be paid to the workers. Efficient 
and skilled wo*, kers having technical knowledge might have to be 
employed for certain types of technical jobs and therefore, the wages 
paid to such workers will naturally be higher than those for unskilled 
and non-technical workers. Whether the work requires some 
knowledge of art or science, specialisation in certain fields like 
product design or product specifications, engineering etc. would be 
basically significant for fixing the rates of wages. Production of 
certain commodities may require experienced workers also ; they 
will have also to be paid more. Then, if the management wants to 
provide some incentives to workers, the rates of payment should be 
higher than what are expected by the workers. Again, the rates 
may be fixed according to time involved in performance i.e., piece 
rates or according to fixed hours of work i.e. time rates (these have 
already been discussed in detail in the chapter on "Direct Labour 
and Direct Expenses”). The type of wage system to be followed is 
important in this respect. 

The wage rates can be determined by any type of prevalent 
wage system on* the basis of any of these methods. It may be 
average of past figures, or or. the assumption that normal working 
conditions will continue an estimate may be made on the grounds 
of judgement, intuition, guess or scientific calculations. 

Standards for overheads 

Overheads can be classified as manufacturing, administration, 
selling and distribution overheads. They may also be categorised 
as fixed and variable. Before setting the standards in respect of 
overheads, the following point should be carefully gone through : 

1. What level of activity has been taken as standard level, 
whether it represents current, or normal or reasonably attainable 
level ? 

2 The overheads would have to be classified into two broad 
categories—fixed and variable, because different standards are re¬ 
quired to be fixed for them. 1 

3. Quantum of expenses to be incurred on each item accord¬ 
ing to each department for every process or operation will have to 
be determined. Flexible budgeting may be helpful m this connection. 

Fixed overhead standards. Fixed overheads are not affected 
by the volume of production and therefore, fixation of standards 
for fixed overheads is relatively ea sy. The past figures shall be the 

1. The methods for segregation of overheads into fixed and variable, 
have been discussed in the next chapter. 
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best guide in this-reference. In case the plant capacity ■’ ■"greased 

or business is carried on in more shifts, the fixed overheads might 

be more than what they were in the preceding period. * reason 

able budgeted estimate of the same would be incorporated 
determining fixed overhead standards. Normally, the fixed over¬ 
head rate per unit of output or per hour is determined so as to 
know the actual recovery of fixed overheads on the actual output or 
for actual time taken (as the case may be). 


Variable overhead standard. The volume of production 
multiplied by the cost of overhead per unit of output would deter¬ 
mine the total variable overhead cost for period. I he per unit vari¬ 
able cost is fixed and, therefore, it also depends to a large extent on 
the past data. 

Manufacturing overhead standard Indirect costs like in¬ 
direct material cost, indirect labour cost and other manufacturing 
costs can be estimated with the help of the material and labour 
standards. The burden of overheads per hour can be determined^ 
This standard overhead rate is to be applied for calculating standard 
cost for the total hours taken. 

Office and administration overhead standard The stan¬ 
dards in respect of such overheads will depend upon the number of 
persons employed on the clerical and managerial staff, the hours of 
their work, the quantum of production, and the amount of control 
and vigilance exercised by the executives in this respect. 

Selling and distribution overhead standard. The indirect 
selling expenses depend on the sale promotion efforts, channels of dis¬ 
tribution, nature of the product, transportation and other difficulties 
for distributing goods to different areas etc. A decision is to be 
taken in this regard and finally the total of such overheads is to be 
computed. 

After fixing the standards for direct material cost, direct labour 
cost and overhead cost separately, the total standard cost of manu¬ 
facturing a product or taking up a specific operation can be known 
by just aggregating the different costs. 


Standard cost of standard output or production 


When the standard quantity which shall be manufactured 
during a particular period has been decided upon, the standard cost 
of standard production can be computed by a simple multiplication 
of the standard units to be produced by the standard per unit cost 
of produc'ion. 

Standard sales 


Standards are to laid down both for the probable quantity of 
sales and the selling price, so as to know the standard value 
of sales. The budgeted estimate of the expected volume of sales 
and the selling price can be made by the management. The devia¬ 
tions of actual volume of sales and the price at which the goods 
are actually sold are also important for effecting managerial control 
over costs. 
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Revision of standards 

The standards set in are required to be revised from time to 
time according to change in circumstances. Any alterations effected 
m standards should represent the changed conditions of work, in¬ 
creased plant capacity, revised market conditions etc. If a new 
range of products is to be manufactured or some operations turn 
out to be unprofitable, due consideration to such factors in fixa¬ 
tion of standards would have to be given. Normally, there should 
not be frequent changes in standards, otherwise the very purpose 
of determination of standards shall be defeated. If variations 
rom actuals occur in pratice, they may be due to controllable or 
non-controllable causes. The factors which are beyond the con- 
trol of management should be taken into account while revising 
standards. Changes in product design, supply of labour and mate¬ 
rial, changes in market conditions for a long period or trade cyclical 
variations, would impel the management to revise the standards. 

A review should be made off and on and changes should be 
effected after taking congnizance of the material alterations in con¬ 
ditions and circumstances so that the standards become more realistic 
and capable of being strived for achievement. 

The actual costs should be compared with such predetermined 
costs and the variations should be found out. This leads us to focus 
our attention to the analysis of variances. 

ANALYSIS OF VARIANCES 

When the actual costs are compared with the standard costs, some 
deviations normally occur. The deviation of actual from the 
standard is known as variance. The variance may be favourable or 
unfavourable (s.e, adverse) according to the circumstances. If the 
actual cost is more than the standard cost, the variance shall be 
adverse or unfavourable. In case the standard cost is more than the 
actual cost, a favourable variance would result. Variances are to be 
computed distinctly for different elements of cost. They are further 
analysed as to their causes and thereafter the total cost variances 
for each element are calculated. The main determinants of cost are 

K ice any quantity and hence the variances are to be determined 
th as to price and quantity, separately. The main types of vari¬ 
ances that can be analysed are presented in the following chart : 

Variance Analysis 





) 


it would 
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Direct material coat variance 

It is the difference between of^rerf maU- 

specified for the output achieved and the ? ctu “ compu ,ed by multi- 
riaU used\ The standard cost of "U n compu^ 
plying the standard price with the standa q ^ uh the actU al 
cost is computed by multiplying actuai p follows : 

quantity. The formula for its compution may be put as 

Direct Material Cost Total Standard _ "W Actual 

Variance ( DMOV ) = Gogt Cott 

(Standard Standard \ _( Actual Actual 
=( Price * Quantity') V Price Quantity 
If the actual cost is more than the standard cost, 
result in an adverse variance and vice verna, 

Example 1 

Standard Price 

SffiSSS*T. gg- 

«’* *» W 

-Rs. 900 (Favourable). 

The material cost variance may arise 

1 J^£S2l£SS‘2 pri»’ 

material usage variance. 

Direct material price variance 

It is that portion of the direct material cost variance 

actual pr'cefaid. -^T^eTrmuU for"^computation may be put as 

° UOW birect Material Price = Actual / Standard _ Actual \ 

Variance ( DMPV) Quantity \ Pnce Price / 

If the actual price is more than the standard price 
ance would be adverse and in case the standard price is more, 
shall result in a positive variance. 

Example 2 

The material price variance wiU be computed as follow, on 
the basis of figures given in Example l : 

Material Price Variance-500 &xCR.„14-R». » 5 > 

The reasons for price variance may be listed as under : 

(i) Fluctuations in. market prices : 

(а) Market trends may be bulUsh or bearish. 

(б) Increase or decrease in prices on account of agreement 


1 & 3. I.C.M.A. London. 

2. Standard quantity should be taken for actual output. 
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between various suppliers or on account of Government 
interference. 

(ii) Buying efficiency or inefficiency. 

(tit) High or low costs of transportation and carriage of goods. 

(*t>) Changes in purchasing policy : 

(а) Superior or inferior (non-standard) materials might 
have been purchased ; 

(б) Purchases might have been effected in small quantities 
instead of in bulk quantity or vice versa : 

(c) Substitute and cheaper materials might have been 
used. 

(V) Emergency purchases— placing rash orders for immediate 

delivery at any price. 

(vi) Fraud in purchases and loss of discounts. 

(vii) Incorrect setting of standards. , 

Some of the factors may be controlled by the management if 
care and proper control is exercised ; some of these are beyond the 
control of management. If the factors are controllable, buying 
department is usually answerable for unfavourable variations. 

Direct material quantity or usage variance 

It is that portion of direct material cost variance which is 
due to the difference between the standard quantity specified (for the 
output achieved) and the actual quantity used. 1 The formula foi its 
computation may be put as follows : 

Direct Material Standard /Standard Quantity __ Actual ^ 
Usage ~~ Price 2 \ for actual output Quantity) 

Variance ( DMUV) 

The actual quantity, if more than the standard quantity, 
would cause an unfavourable variance and vice versa. 

Example 3 

The usage variance will be computed as follows on the basis of 
figures given in Example 1 : 

D. Material Usage Variance = Rs. 14 x (600 kg. -500 kg.) 

= Rs. 1.400 (Favourable) 

The total of material price and quantity variance is equal to 
material cost variance. 

Thus, 

D. Material Cost Variance = Matcrial Price Variance+Matcrial Usage Variance 

= Rs. 500 (/4>+Rs. 1.400(F) 

= Rs. 900 (Favourable) 

The reasons which lead to direct materials usage variance are 
as under : 

1. I.C.M.A. London. 

Z. In price variance, variance due to change in price was eliminated and 
therefore, in calculating this variance the standard price of materials has been 
prco'i-red. 
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“> z&szsi 

(it) Plant and machinery may not P d P ing t he process 

order, or some defects may crop up and P ma in. 

of production ; or if there is P actual quantity would be 
tenance of plant and equipment, actual q 

wasted to a great extent. r»roressinc etc. might 

<i«) Product design »nd «he nrethod of P 

szzz s- — 

M >r : 

-t «» *■“ 

adjusted and recorded P ro P erl y- be carried out 

(vx) Proper inspection a n d s «pe rvl *‘ wo Y rkm en would make 

, p he" sJjs? issasis £••-*>• "“"‘"s 

quantity variance. rejections of 

<-*> - - h “ h 

«.««& 

unspecified ones, whereby ^he varian 8 C e will 

more than required. Of co ’ d materials would 

be favourable because such unspecinea m 

be cheaper than specified ones. tQ a 

(ix) Incorrect setting up of standards wou 

(x) Uaka8e,elC ' 

SSf* V\Clrbf;n?l“55U°,,. I y » Material U. 
(xti) Standard yield from a unit consumption^of «w 

actuaTyield ^output is different from the «andard^ one, 

~se e d as ^Materials Yield 

^■.== 951 ;— 

London it is, “that portion of the direct materials us B 



552 


COST ACCOUNTING 


which it due to the difference between the standard and actual 
composition of a mixture'*. Thus, material mix variance repre¬ 
sents the variations in cost arising as a result of change in the ratio 
in which the different materials are used, compared to the standard 
fixed for the purpose. It may be as a result of temporary shortages or 
rising costs etc. of a particular type of material. 

The formula for calculating material mix variance can be put 
as under : 

Direct Material mix_ Standard ! Revised Standard Actual \ 
Variance (DMMV) ~ Price *V Quantity 1 Quantity) 
where: *• 


Revised Std. Total weight of actual mix - r/i rUuintliu 

Quantity Total weight of standard mix ® ^ 

When the actual quantity is less than the revised one, there is 
a favourable variance and vice versa. 


The difference in actual composition and the standard com¬ 
position may be in any of the two ways : 

(») Standard weight of mixture and actual weight of mixture 
may be the same but actual quantity of components may differ. 

The material quantity variance would be equal to material 
mix variance in such a case. 


Example 4 

Material A : 


Standard 

60 units @ Rs. 5 per unit 
40 units @ Rs. 10 per unit 


ICO 


Material A 
B 


•» 


Actual 

50 units @ Rs. 6 per unit 
50 units @ Rs. 8 per unit 

io<r 


For calculating material mix variance, the revised quantity is 
to be computed first ; 

Material A : Revised Standard Quantity—x 60-60 units 

.. B -. „ .. --IST*40 -40 unit*. 

Thus the revised quantity is equal to the standard quantity 
and the formula, now, is the same as for calculating usage variance. 

For material A : Mia Variance—Rs. 5 x (60 -50)—Rs. 30(F) 

„ M B: „ -Rs. 10x(40—50)—R s. 100 {A) 

Rs. 50(A) 


1. The need for calculating Revised Standaro Qty. arises only in those 
cases where the total of standard mix is different from total of actual mix, as 
esplaireddater. 
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Here, the Usage variance is on account of a difference in mix 

(ii) Standard weight and the actual weight may be dtffermt. 
Here, the quantity variance shall be due to mix as well as due to 

reasons other than mix. 

The formula for calculation of Revised usage (or sub-usag 

variance would, then, be— c.^vird 

Rtvlsed Usage Variate—Sumdvd Price * (Smnddrd OtuMlIy-Revlud Standard 

The total of Mix Variance and the Revised Usage ‘Variance' 
would be equal to the Total Usage Variance calculated according to 
the formula given previously. . 

Example 5 

Standard 

60 units @Rs. 5 per unit 
40 units fa) Rs. 10 per unit 


Material A : 
B: 


100 


Material A : 

B: 


Acta 11 

80 units 
40 units 


Rs. 4 per unit 
Rs. 12 per unit 


120 


„ . . . . . ... fowl weight of actual Mis. ;„^. r d Quantity 

Revised Standard Quantity- j ou j wclg hi of Standard Mix. 

For Material A : x 60 ~ 72 unltS 

m » -j§x40»48 units 

Mix Variance—Standard Price >‘(ftf* 1 "* Qty.-Actual Quantity 

For A : Rs. Jx(72-W)-Rs. dO U) 

,. B : Rs. 10x(48—40)- Rs. 80 (f) 

Rs. 40 (F) 


Revised Usage Variance—Standard Pricex(Standard Qnautity-RevisedStd*^) 

For A: Rs. 5 x (60 -72)—Rs. 60 (A) 

„ B : Rs. 10x (40— 48)—Rs. 80 (^) 

Rs. 140 {A) 

Usage Variance-Standard Pricex(Standard Quantity-Actual Quantity) 

For A: Rs. 5x(60-80)-Rs. 100 (A) 

B : Rs. 10 x (40-40)- — • 

Rs. 100 (A) 


I. The term “Revised Material Usage ^ariance^ twt vwy popular. 
The variance is to be calculated only when it is not P^^l e t o calculate th 
"yield variance” on account of any reison eg. when units of output have o 
been given (see Illustration 154). 
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Verification: 

Usage Variance—Mix Variance+Revised Usage Variance 
-Rs. 40 <F)+Rs. 140 (A) 

=Rs. 100 (Adverse) 

There are two other formulas which are used for calculating 
Direct Material Mix Variance (DMMV). They are as follows : 

(0 DMMV=St6. Ratex (Std. pi oportion—Actual proportion) 

The term ‘Std. proportion’ and 'actual proportion’ have the 
same meanings assigned to them as ‘Revised Std. Qty.' and ‘Actual 
Qty have been respectively assigned in case of the formula given 
previously. Thus the method of computing the direct material mix 
variance continues to be the same. 

(it) DMMV=Tota\ actual mixx (Std. rate of Std. mix—Std. rate of actual mix) 

Taking the figures in Example 5 the mix variance will be 
calculated by this formula as follows : 

_ Total Std. Cost of Std. Mix. 

“ Total Std. Mix 

Rs. 300 + Rs. 400 
60+40 


Std. rate of Std. mix 


Std. rate of Actual mix — 


m“ Rs 7 /- pet k*. 

Total Std. Cost of Actual Mix 
total Actual Mix 


80xRs. 5+40 x Rs 10 
80+40 
800 Rs. 20 

'720-r pcr un,t 

On the basis of above figures direct material mix variance 
will be : 


Total actual mixx (Std. rate of Std. mix—Std. rate of Actual mix) 

-120 XI=Rs. 40 (Favourable) 

The Revised Direct Material Usage Variance in botji the 
cases cases can be found out, if necessary, by subtracting the direct 
material mix variance so calculated, from the direct material 
usage variance. 

However, it seems to be advisable to use the original formula, 
given for calculating the ‘direct material mix variance’ since it 
gives details of variance regarding each material on account of 
change in the composition of the mix. We have followed the same 
formula throughout. 

(6) Material yield variance 1 . It is that portion of direct 
material usage variance which is due to the difference between the 
standard yield specified and the actual yield obtained * 

1. The material yield variance is calculated on the basis of output while 
revised usage variance is calculated on the basis of input. Numerically one will 
be equal to the other. 

2. I.C.M.A. London. 
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variance can be expressed, thus : . x 

Yield Standard coat ( Standard __ Actual \ 

Variance^per unit \ Production Production / 

for actual mix 

If the actual production is more than the standard production, 
the variance would be favourable and vice versa (It is to be noted 
here that the figures would be negative if actual production is more, 
but the variance would be favourable ; in case of other cost van- 
inces, a negative figure denotes and adverse variance). 

Example 6 

Standard Price of Material Rs. 5 per unit 

Standard Quantity 10 units of materials per unit of output 

Standard Production 100 units 

Actual Production 90 units 

Standard Cost per unit*Standard Price x Standard Quantity 

— Rs. 5x 10 units 
s>Rs 50 

Material Yield Variance-Standard cost per unit * ( s,andard £ r °^ u u c a , ;°^ r ) oducti , n 

— Rs. SOx (100 units—90 unitsi 
—Rs. 500 (Adverse). 

The following illustrations would help the student to under- 
stand the computation of various material variances. 

Illustration 152 

From the following information calculate (») Material Cosi 
Variance («<) Material Price Variance and (tii) Material Usage Van- 

Standard output 100 units. 

Standard material per unit 3 lbs. 

Standard price per lb. * •* 

Actual output 80 units 

Actual price Rs. 2*50 

Actual materials used 250 ids. 


Solution 

Material Cost Variance-Standard Cost —Actual Cost 

= Rs. 2 x 240 lbs. —Rs. 2 50 x 250 lbs. 

= Rs. 480 —Rs. 625 
= Rs. 145 (Adverse) 

Material Price Variance-Actual Qty. x (Standard Price-Actual Price) 

= 250x (Rs. 2-00-Rs. 2 50) 

= Rs. 125 (Adverse) 

Material Usage Variance=Standard Pricex (Std. Qty.—Actual Qty.) 

= Rs. 2 x (240 lbs. -250 lbs.) 

«=Rs. 20 (Adverse) 

Verification 

Material Cost Variance = Material Price Variance + Material Usage 

Varianc. 

= Rs. 125 (A)-f Rs. 20(A) 

= Rs. 145 (Adverse) 
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Illustration 153 


From the following particulars find the (t) Material cost 
•variance, (si) Material usage variance, and (sis) Material price 
-variance. 


Quantity of material purchased 
Value of materials purchased 
Standard quantity of materials required per 
tonne of finished product 
Standard rate of material 
Opening Stock of material 
Closing stock of material 
Finished production during the period 

Solution 


3,000 units 
Rs. 9,000 

25 units 

Rs. 2 per unit 
Nil 

500 units 
80 tonnes. 


Standard Quantity of materials required : 80 x 25 — 2,000 units 
Actual Qty. of Materials used-Material purchased* Op. St.—Cl. block 

—3,000+Nil—500 l.e. 2,500 units. 

Standard price—Rs. 2 per unit 

Ac.u.1 -R>. 3 ptr unit 

'<0 Material Cost Variance—(Total Standard Cost—Total Actual Cost) 

-(Standard price x Standard quantity)-(Actual price 
x Actual Quantity) 

-Rs. 2 x 2,000—Rs. 3x2,500 
-Rs. 4,000—Rs. 7,500 
—Rs. 3,500 (Adverse) 

(W) Material Usage Variance Standard Price x (Standard quantity-Actual Qly.) 

-Rs 2 x i2.0C0-2.500) 

^ —Rs. 2x ( — 500) 

—Rs. 1,000 (Adverse or Unfavourable) 

(III) Material Price Variance—Actual Quantity x (Standard Price-Actual Price) 

-2.500 x(Rs. 2—Rs. 3) 

-Rs. 2,500 (Adverse), 

Note : It will be observed that the total of material usage and pr\ce vari- 
ance is equal to material cost variance. 

Illustration 154 


From the following information regarding a standard product 
compute (c) Mix. (6) Price and (a) Usage Variances : _ 



Standard 

Actual 


Quantity 

(kilos) 

Unit 

Price 

Total 

Quantity 

(kilos) 

Unit 

Price 

fotal 

Material A 

4 

Rs 

1 00 


2 



Material B 

2 

■a 


1 


200 

Material C 

2 

■9 

KS 

3 

■a 


Total 

8 

200 

1600 

6 


1800 
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Presume that standard and actual output continue .o be 


same. 


Solution nuantltvy (Standard Price-Actual Price > 

® Pr,Ct ^Material » 0 )-Rs. SAdver*) 


»» 

M 


Irs. ^(Favourable) 
Rs. 2 (Adverse) 


00 W*. -^^^"^^.^vorabPef 0 

Material A—Kc. lx (4 i) (Favourable) 


•• 

»» 


i?=Rs. 2 x (2—1) 
C*Rs. 4x(2-3) 


*• V* -------- ' 

e>Rs. 2 (Favourable) 
«Rs. 4 (Adverse) 

Nil 


,„ n MI, Kar/once -Standard Price* (Revised Std. Quantity-Actual Qty.) 
( Total weight ofActual Mix x Standar ^ Quantity 

Revised Std. Quantity-j Qtal weig fo 0 f Standard Mix 

Material A : x4*»3 

6 


»* 


ii 


B 


Mix Variance : 

Material A 
B 
C 


»• 

M 


8 *- M 
» 2-1-5 

Re 1 x( 3 - 2 )-Re. 1 (Favourable) 
Rs 2x(l-5-t)-Re. 1 (Favourable) 
Si: iu(l-3-3)- RS. 6 (Adverse) 

Rs. 4 (Adverse) 


“ bI: 

"T 'l 

Rs. 4 (Favourable) 

If in the above example standard output* a bovebut°other 
is only one unit, the price and mix variances will be the same 

variances will as follows: . 4 

Material Cost Sundard Cost _Actual 
Variance “for actual output Cost 

-Rs. 8 x 1 —Rs. 18—Rs. 10 (Adverse; 

Material Usage Standard / Standard Qty. _ Actual 
Variance “ Price x V. for actual output Qty. 

For Material A -Re. lx (- 5 - x 1-2 )-Nil 
B- Rs. 2x(-j- x 1 — 1 )=Nil 
C=Rs. 4x(-| x 1—3 )=8 (A) 

Total 8 (Adverse) 


) 
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Material Yield ^Standard Cost /Standard production Actual 
Variance ~ per unit x V. for actua 

=Rs. 3x(-|x6-l )=4(A) 


for actual Mix production. 


Numerically the Material Yield Variance is equal to Revised Material 
Usage Variance. 

Revised Material_Standard /Standard Qty. Revised A 
Usage Variance — Rate x v.for actualoutput - Std. Qty. ) 

For Material A = Re. lx(2-3)=Re. 1(A) 

„ 8=Rs. 2x(l-l-5) = Re. 1 (A) 

„ C=Rs. 4x(l—l*5)=Rs. 2(A) 

Total Rs. 4 (Adverse) 

Note. The Students are advised to do the verification by themselves. 

Illustration 155 

Calculate from the following data : (a) The material price 
variance (6) The material mixture variance (c) The material yield 
variance ( d) The material usage variance (e) The material cost 
variance 

Material Standard Price Standard Weight Actual Usage Actual Price 
per lb. per unit of for output of per lb. 

output 
lbs. 


Actual Usage 
for output of 
36 units 
lbs. 


Actual Price 
per lb. 


Solution 

(a) Material Price Variance=Actual quantity* (Standard Price-Actual Price) 

Rs. 


A 72 x (10—12) 

144 

(Adverse) 

B 108 x ( 1- 1) 

— 


C 126x( 5- 4) 

126 

(Favourable) 

Total Material Price Variance* 

Rs. 18 

(Adverse) 


(b) Material Mix Variance^Standard Price x (Revised Std. Quantity- 

Actual Quantity) 

Rr.i,'d Sid. Quantity- x Standard Quantity 

Standard Quantitv : 

For A: 2x36= 72 units 

f , B : 4 x 36= 144 units 

C: 3x36=108 units 

(Note : Standard Quantity for output of 36 units has been calculated) 
Total weight of Staodard Mix=9x 36=324 lbs. 

Revised quantity: 

For A : x 72=68 lbs. 

„ B : x 144 = 136 lbs. 

.. C: |5|x 108=102 lbs. 
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Material Mix Variance : 

For A : Rs. 10x( 68-72 )=Rs. 40 ( A ) 
B: Re. lx(136-108)-Rs. 28(F) 
„ C: Rs. 5 x (102—126)=Rs. 120 {A) 


Rs. 132 (Adverse) 


Material Yield Standard f Std. Production Actual 

Variance G Cost per unit V for actual Mix~~Production ) 


9 lbs. 


Standard 

'Cost per unit V. for actual Mix~ Production 
Actual output is 36 units 

Actual usage 306 lbs. 

Standard output = =- |all(Urd weighl pcYum, 

Standard price Standard weight 

per lb. per unit of output 

Rs. 

^10 2 
B 1 

C 5 


4 

3 


=34 units 

Standard cost 
per unit of output 
Rs. 

20 

4 

15 


Rs. 39 


Yield variance=Rs. 39 x (34-36) 

—Rs. 78 (Favourable) 

(d) Meterial Usage Variance=■Standard Price* (Standard quantity for 

actual output—Actual quantity) 

* Rs. 10x (72-72) Nil 

B Re. lx (144-108) 36 (Favourable) 

C Rs 5 x (108-126) 90 (Adverse) 


Rs. 54 (Adverse) 


Otherwise also, the total of Material Mixture Variance and 
Material Yield Variance is the Material Usage Variance. 


(e» Material Cost Variance ^Standard Cost—Actual Cost 


* w 

Standard 

Standard 

Standard 

Actual 

Actual 

Actual 


price 

quantity 

cost 

Price 

Quantity 

Cost 


Rs. 


Rs. 

Rs. 


Rs. 

A 

10 

72 

720 

12 

72 

864 

B 

1 

144 

144 

1 

108 

108 

c 

5 

108 

540 

4 

126 

504 



Rs. 

1,404 


Rs 

1.476 


Variancc=Rs. 1,404-Rs. l,476=Rs. 72 (Adverse) 

Rs. 

Thus : Material Price Variance 18 (Adverse) 

Material Mixture Variance Rs. 132 (Adverse) 

„ Yield „ Rs. 78 (Favourable) 


• •» Usage „ 54 (Adverse) 

Material Cost Variance 72 (Adverse) 


Illustration 156 

Common brass is an alloy consisting of 70% copper and 30% 
zinc. In melting and processing it is expected that a 4% loss of 
metal will occur. Srandard prices are Rs. 40,000 per tonne for 
copper and Rs. 15,000 per tonne for zinc. Using suitable figures 
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for the purpose of illustration, show clearly how you would record 
(a) Material Price Variance, ( b) Material Usage (c) Mix Variance, 
and ( d) Yield Variance. ( O.A . Final May 1977) 

Solution : 

The following figures are assumed for computation of 
variances : 



Standard 

Actual 

Copper 

Zinc 

Quantity 

700 

300 

Rate 

Rs. 40,000 
Rs. 15,000 

Quantity 

600 

600 

Rate 

Rs. 50.000 

Rs. 10,000 

' Output 

960 tonnes 

| 1,056 tonnes 


/Standard Std. Qty. 'V /Actual 
V Rate x for actual ) V. Rate 
output 

Actutl^output - W tSSs MMmi ou,pu * 


Actual 't 
* Qty. ) 


For Copper 


700x1056 


•770 tonnes 


•For . Zinc- 
DMCV for Copper 

DMCV for Zinc 

Total Material Cost 
Variance . 

Price Variance 
For Copper 

For Zinc 

Total Material 
Price Variance 

Usage Variance 

For Copper 

For Zinc 

[Total Material 
[usage Variance 

Verification : 

Material Cost 
Variance 


960 

300x1056 

———330 tonnes. 

-Rs. 40.000 x 770-Ri. 50.000x600 
-Rs. 3,08,00.000—Ra. 3,00,00,000 
-Rs. 8.00.000 (F) 

-Rs. 15,000 x 330—Rs. 10.000 x 600 
-Rs. 49,50,000—Rs. 60.00,000 
-Rs. 10,50,000 (Adverse) 

-Rs. 8,00,000 (F)+Rs. 10,50,000 (A) 

-Rs. 2,56.000 (Advene). 

-Actual Qty.x (Std. Rate-Actual Rate) 
600x (Rs. 40,000—Rs. 50,000) 

-Rs. 60.00.000 (A) 

600 x (Rs. 15.000—Rs. 10,000) 

-Rs. 30,00.000 (F) 

-Rs. 60.00,000 (/4)+Rs. 30,00,000 (F) 

-Rs. 30,00.000 (Adverse) 

Std. / Std. Qty. for _ Actual \ 
"Rate l, actual output Qty. / 
-Rs 40.000X (770-600) 

-Rs. 68.00.000(F) 

Rs. 15.000x (330-600) 

-Rs. 40,50.000 (A) 

-Rs. 68.00.000 (F)+Rs. 40,50,000 (A) 
-Rs. 27,50,000 (Favourable) 

Material Price Material Usage 
“ Variance + Variance 
-Rs. 30.00 000 04)+Rs. 27,50.000 (F) 
-Rs. 2.50.0C0 (Adverse) 
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Material Mix 
Variance 

Revised Standard" 
Quantity 

For Copper : 
For Zinc 


Std. /Revised Std. Actual 'V 
Rate *1 Qty- " Q>y- ) 
Total weight of Actual mix xSl(J Q fy 
Total weight of Std. mix 

700= 840 tonnes. 

1^ X 300= 360 tonDes - 


Mix Variance : 

For Copper: 

For zinc 


Rs. 40.000x (840 -600) 
=Rs. 96.00.000 (F) 

Rs 15.000 x (360- 600) 

= Rs. 36.00,000 (A) 


Total Material Mix 
Variance 

Material Yield 
Variance 
Standard Cost 
per unit 


Standard yield 
Yield Variance 


ssRs. 96.00.000 (F)+Rs. 36.00.000 ( A) 

-Rs. C0.00.000 (Favourable) 

Standard Cost/Standard Actual 
= per unit V yield >»eld / 

700 x Rs. 4Q.Q004-300x Rs. 15,000 
“ 960 tonnes 

Rs 3,25,00.000 

- -560 

-Rs. 33,854-17 

— 1.200 tonnes—48 tonns-1152 toones. 
-Rs. 33,854 17x(11-52-1056) 

-Rs. 33.854 17x96 
-Rs. 32,50,000 (Adverse) 


Verification: 

Material Usage 
Variance 


Material Mix Material Yield 
"" Variance Variaitve 

-Rs. 60,00 000 (F) + Rs. 32,50.000 (A) 
-Rs. 27,50.000 (F). 


Direct labour variances 


The deviations in cost of direct labour may occur because of 
two main factors : {*) difference in actual rates and standard rates 
of labour and («) the variation in actual time taken by workers and 
the standard time allotted to them for performing a job or an 
operation. 

Labour variances are very much similar to material variances 
and they can be very easily calculated by applying the same tech¬ 
niques as used in calculation of material variances. 1 The various 
labour variances mav b#» nut as follows : 


Labour cost variance 


It is the difference between the standard direct waees specified 
or the activity achieved and the actual direct ivaaes paid. The for¬ 
mula for its computation may be put as follow* . 

Labour Cost Variance = Standard Cost for actual output — Actual Cost 

1. The students can find out the various formulas for Direct Labou 
variances by simply putting the ‘word time* in pi*ce of ‘qty* in the formula 
meant for Direct Material Variances 
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Or 


(Standard Standard \ (Actual Actual \ 

\ Rate X Time for ) \ Rate Time ) 

actual output 


Example 1 

Standard Rate of Wages : Rs. 10 per hour 
Actual Rate of Wages : Rs. 12 per hour 
Standard Time : 500 hours 

Actual Time Taken : 400 hours 

Labour Cost Variance«(Rs. 10x 500 hrs.)-(Rs. 12 x 400 hrs.) 

-Rs. 5,000—Rs. 4,800 
~Rs. 200 (Favourable). 

The labour cost variance may arise on account of difference 
either rates of wages or time. Thus, it may be further analysed 
(•) Rate Variance, and (si) Time or Efficiency variance. 


Direct labour (wage*) rate variance 

It is that portion of directlabour (wages) variance which is due 
to the difference between the standard rate of pay specified and 
actual rate paid. 1 The formula is : 

Direct Labour Bo* . lUtamiard Actual\ 

Variance (DLRV)- AetUalTimtX \ ) 


If the standard rate is higher than the actual rate, it shall 
result in a favourable variance and vice veria. 


Example 2 

The labour rate variance will be computed as follows taking 
the figures given in Example 1 above : 

Direct Labour Rate Variance=400 hrs.x (Rs. 10—Rs. 12) 

- =Rs. 800 (Adverse) 

The reasont for dire:t labour rate variance are as under : 

(i) More efficient and skilled workers might have been em¬ 
ployed and therefore, more payment might have been made. 

(«) Due to shortage of availability of labour they might have 
been paid more. # . 

(iii) Availability of labour in abundance and a competition 
among them for employment would lead to less incurrence of expen. 


diture on wages. 

{iv) Employment of unskilled labourers to a large extent, 
will cause lower actual rates of pay. , 

<vl Extra-shift allowance paid to workers or overtime allow¬ 
ance for work done after normal hours of business lead to higher 

W d ^6 r 

v t;») Higher piece rates might have been paid for better quality 

production. __ 

1. I.C.M.A. London. 
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(tHi) The system of wage paymentor 
from lime wages to piece wages '’^““thdrawn. 

bonus schemes might have been introduced 

(vita) The grades of workers might have been changed. 

General rise due to agreement with labour un.ons or 

Du*,* or '•*'** ““ 

might have to be paid. 

Direct labour efficiency (time) variance . 

I, i, portion ofth, dir.o. 

due to the difference between the standard ta “ ^ i The 

the activity achieved and the actual labour hours expenaea 
formula for its computation is as follows : 

Labour Efficiency Standard I Standard Acual ) 

Variance = Bate time for actual output time J 


Example 3 . 

Taking the figures as given in Example 1, the labour efficiency 
variance will be computed as follows : 

Labour Efficiency Variance«Rs. 10x(500 hrs-400 hrs.) 

kRs. 1000 (Favourable). 

Thus, it is clear that because of efficiency of 
has been finished in 400 hours only instead of 500 hours the 
standard time set for the production. Th« i« why. this vananeexs 
known as Labour Efficiency Variance. The total of labour rate and 
efficiency variances is equal to labour cost variance. 

Verification 

Labour Cost Variance-Labour Rue Variance*Labour Efficiency Variance 

*=Rs. 800(A)+ R$. 1,000 (F) 
cRs. 200 (Favourable) 


Labour efficiency variance is as a result of following reasons 
(i) Defective and bad materials. 

(it) Breakdown of plant and machinery. 



(iti) Failure of power. 

[iv) Efficient working by the labou ^ ers t . v a " d g / U e “ utilisalion of 

^° Sl k ccause dc ! aycd ‘ nslrucl * ons 

re been altered. 

^ f*, c “ n,ro | management 

ponsible for ^ 

1. I.C.M.A. England ^ 
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(ix) Poor working conditions. 

[x) Workers may not be skilled and efficient, may be having 
lack of training ability and experience of work. 

(x») -Labour turnover and frequency of change-over of workers 
from one operation or process or department to another. 

Idle time variance. Due to abnormal wastage of time on 
account of strikes, lockouts, power failure etc., »he actual hours 
worked may be much less than the standard hours fixed. The 
variance on account of abnormal circumstances is segregated from 
the time or efficiency variance. It can be computed as under : 

Idle Time Standard _ 

Variance ~ Hourly Rate MhoUrS 

Example 4 

In the example 1, cited above, if the idle time is 50 hours, 

Idle Time Variance=Rs. 10x50 hrs.=Rs. 500 (Adverse) 

The time or efficiency variance shall now be calculated on the 
basis of 350 hours i.e., the actual time worked. 

Efficiency Variance—Rs. 10 x (300 hrs.—350 hrs.) 

—Rs. 1.5C0 (Favourable) 

The total of Labour Rate, Idle Time and Efficiency Variances- 
would be equal to Labour Cost variance. 

Verification 

Labour Cost Variance—Labour Rate Variance-f Labour Idle Time 

Variance+Labour Efficiency Variance 
-Rs. 800 (ARRs. 500 (ARRs; 1,500 (F) 

— Rs. 200 (Favourable) 

Direct Labour mix (or Gang composition) variance. This 

variance arises if during a particular period, the grades of labour 
used in production are different from those budgeted. It is calculated 
to reveal to the management how much of the labour variance is due 
to the change in the composition of labour force. The calculation is 
similar to material mix variance. The formula of its computation 
may be put as follows : 

Labour 

mix = Standard Bate X (Revised Std. time—Actual time) 

Variance 

Where : Revised std. To tal time of actual workers 
time Total time of Standard worker a 
Now the Revised Efficiency Variance 1 !may be calculated as 


uqder 


Revised Labour Standard / Standari x . nm 
Efficiency Variance~~ Rate \ timefot 


actual out 


Example 5 

For 

100 hours 


Standard 

f Grade A : 50 workers 
(.Grade B: 100 workers j 



Rs. 3 per hour 
Re. 1 per hour 


1. It is on the pattern on "Revised Direct Material Us3gc Variance' 
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For f Grade A : 60 workers @ Rs. 2-50 per hour 

100 hours (Grade B : 90 workers @ Rs. 1-50 por hour. 

Since in this example total standard and actual hours are the same, the 
•standard hours and revised standard hours will also be the same. 

-SMM —*(»**?■ - A Z' 

Variance \ lime time 

Grade A : Rs. 3 x ( 5,000 - 6.000)=Rs. 3.000 (Adverse) 

Grade B : Re. 1 x (10,000—9.000)=Rs. 1.000 (Favourable) 


) 


Rs. 2.000 /Adverse) 


In case of this example revised labour efficiency variance will be zero 

When the actual rates of pay, number of employees in diffe¬ 
rent grades and the hours of work, all are different from the 
•standard, there would be price, mix an4 efficiency variances in 
respect of labour so as to give the total labour cost variance. 1 he 
following example would make this point clear. 

Example 6 

In the example 5, cited above if the actual hours of work are 
120, instead of 100, the different labour variances will be calculated 
as follows : 

(0 Labour Cost Variance—Standard Cast—Actual Cost 
=(Std. Ratcx Std. hoursxStd. No. of workers—Actual Rate x Actual hours 

v x Actual No. of workers) 

Standard Cost for — 

Graded: Rs. 3x 100 hrs.x 50=Rs. 15,000 
Grade B : Re. 1 x 100 brs.x 100=Rs. 10,000 

Rs”25,000 


Actual Cost for— 

Grade A : Rs. 2 5x 120 hrs.x 60=Rs. 18,000 
Grade B : Rs. 15x 120 hrs.x 90=Rs. 16,200 


Rs. 34,200 


Labour Cost Variance=R*. 25,000-Rs. 34.200 

=Rs. 9,200 (Adverse) 

(ii) Labour Rate =Aaual , lme x fSimdard Actual \ 

Variance V Rate Rate ) 

Grade A: 120 hrs. x 60 (Rs. 3-Rs. 250)=Rs. 3,600 (F) 
Grade B : 120 hrs.x 90 (Re. 1-Re. 1 50)=Rs. 5,400 (A) 

Rs. Hi00(A) 


(Hi) Labour Efficiency ( Standard Actual 

Variance ' = s tandard Ratex^ ^ - |/we 

,Grade A : Rs. 3x(100hrs.x 50-120 brs.x60)=Rs. 6,600(A) 
Grade B : Re. 1^(100 hrs.x 100-120 hrs.x 90) =Rs. 800(A) 


*s. 7,400 (A ) 
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But since, efficiency', has been affected on account of two factors-(l) 
change in number of workers ; ( U) change in the hours of work, therefore Mix 
Variance and Revised efficiency Variance will have to be calculated. 

Total time of Actual Workers-120 brs. x60+120 hr*, x 90-7,200+10,800 

= 18,000 hra. 

Total time of Standard Workers-100 hrs.x 50+100 hrt.x000^15 000 hrt 

Revised Sid. Total Time of actual worken % Slandard time 
time = Total time of Std. workers 

Grade A : 5,000 hrs.=6,000 hours 

Grade B : x 10,000 hrs “ 12, °°° hourS 

Labour Mix Standard / Revised Standard ^ Actual 
Variance Rate v time time ) 

Grade A : Rs. 3 x ( 6.000-7,200)-Rs. 3.600 (Adverse) 

Grade B : Re. lx (12.000-10,800)-Rs. 1,200 (Favourable) 

Rs 2,400 (Adverse) 


Revised Labour = Standard * /Standard _ Revised Standard \ 

Efficiency Variance " Rate * \ time »me ) 

Grade A : Rs. 3x( 5,000- 6.000 )-Rs. 3.000(Ad- *) 

Grade B : Re. 1 x (10,000- 12,000)- Rt. 2,000 (A dverse) 

Rs. 5.000 (Adverse) 

Total Labour Efficiency Variance-Rs. 2.400+Rs. 5 ' 000 * Rs ^^ se) 

VeriBcntloo 

Labour Cost-Labour Rate V.,i.nce+Labour Efficiency Variance 

Variance .«**,*% 

-Rs. 1.800 (A)+R»- 7,400 (A) 

— Rs. 9,200 (Adverse) 

OR „ . 

Labour Rate Labour Mix Labour Rev.sed 
^Variance + Variance + Efficiency V.r.ance 
= Rs. 1.800 (A)+Rs. 2.400 (A)+Rs. 5,000 (A) 

= Rs. 9,200 (Adverse). 

Note. The two 

Six v; X riancr.The n ITy *5 be ,he word -time” will replace th. 

word 2Si-^ IdvwiMe .. just as material yield variance !* 

calculated. similarly labour yield var *» n ^ e f 'in 

the variation in labour cost on account tanr i- r( 4 The formula 

yield or output as compared to the relative standard. 1 he lormu 
for its computation is as follows : 

Labtmr Standard ( Standard _ Actual \ 

Yield Cost Per X \ Production Production / 

Variant l’nil for actual 

mix 
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If «he actual production is more than 
would result in a favourable variance and netijum l«» 8 
figure would be negative in case of favourable variance). 

Example 7 

90 units 
100 units 
Rs. 10 per hour 
__ 2 hours per unit 

Standard Cost per unit=Rs. 10 x Rs. 2==Rs. 20. 

Labour Yield Variance-Rs. 20 x (100 units-90 un»U) 

sRi. 200 (Adverse). 

The following illustrations would bring a clear understanding 
of the different types of labour variances. 

Illustration 157 

The standard cost card reveals the following information— 

f A _•!■> MM llAllf 

Labour Rate 

Hours set per unit for production 
Actal data are given below— 

Units produced 
Hours worked 
Actual Labour Cost 
Calculate labour variances. 

Solution 

Standard Time t 10 hours x 500 units—5,000 hrs. 

SUnd.rdO,, : ^^^Sj. R nd. 2 rdTi a .e. 

(0 Labour Cos. Vari^-SUod^CoM-Agurt Oo.^ (p) 

(U) Labour Rate Vari»nce= Actual Time * (Stand.rd Rate-Actual Rate) 
_ Actu al Cost 

Actual Rate* ■■ hours worked 

Rs. 2,4 00^ ^40 paise per hour 

6.000 

Labour Rate Variance«=6.000 hours x (50 p. -40 p.) 

*=Rs. 600 (F) 

Labour Efficiency Standard /Standard Actual 


50 paise per hour 
10 hours 

500 

6.000 

2,400 


m 


Variance 


Rate x ( Time Time ) 

-50 paise x (5.000 hrs.- 6,000 hrs.) 

*Rs. 500 (Adverse). 

Verification 

Labour Cost Variance=Labour Rate Variance+Labour Efficiency Variance 

=Rs. 600 (F)+Rs. 500(A) 

=Rs. 100 (Favourable). 

Illustration 158 

Standard Cost Specification for a Product 
Time 15 hours per unit 
Cost Rs. 3 per hour 
Actual Performance In a Cost Period 
Production 500 units 
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Hours taken 


Production 
Idle Time 


7,800 hour* 
200 hours 


Total Time 


8,000 hours 


Payment made Rs. 24,800 (average per hour Rs. 3*10). 

Calculate Labour Variances. 

Solution 

(0 Labour Rate Variance : 

"Actual Time paid for x (Standard Rate-Actual Rate) 

.=>8,000 hours x(Rs. 3*00-Rs. 3 10)=Rs. 800 (Adverse) 

(ii) Time or Efficiency Variance : 

=Standard Ratex(Standard time-Actual Time worked) 

_ , , for actual output 

=Rs. 3 x (7,500 hours—7,800 hrs )=Rs. 900 (Adverse) 

<///) Idle Time Variance : 

Idle Hours x Standard Hourly Rate 

=200 hours x Rs. 3=Rs. 600 (Adverse) 

The total of (ii) and (iii) may be termed as ‘Total Efficiency Variance’. 
It can be calculated by the following formula : 

= 5 ,d ;, R . a ‘ e J ( Std * for actual outout-Actual time paid for) 
= 3x (7,500 hrs.—8,000 hrs,)=Rs. 1,500 (A) 

Ubour Cost] =Rs 800+Rs. 900-f Rs. 600=Rs. 2,300 (Adverse) 
Variance J (A) (A) (A) 

Verification 

Labour Cost Variaoce : 

-Standard Cost-Actual Cost 

-Rs. 3x I5x 500—Rs. 24.800=Rs. 22,500-Rs. 24.800-Rs. 2,300 

(Adverse) 

Illustration 159 


Calculate the labour variances from the following information : 
Standard Wages: 

Grade X : 90 Labourers at Rs. 2 per hour 

Grade Y : 60 Labourers at Rs. 3 per hour 


Actual Wages 

Grade X: 80 Labourers at Rs. 2*50 per hour 

Grade Y : 70 Labourers at Rs. 2 00 rer hour 

Budgeted Hours 1,000 ; Actual Hours 900 

Budgeted Gross Production 3,000 units ; Standard Loss 20% ; Actual loss 
900 units. 


Solution 


' standard 

1 _ 

Actual 

' Grade 

Hrs. 

Kate 

Amt. 

Hrs. 1 

Rate 

O 

1 . x 

m 

2 


72,000 

250 

1,80,000 

Y 

60,000 

3 

1,80,000 

m 

200 

1,26,000 

Total 

1,50,000 


3,60,000 

1,35,000 


3.06,000 
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Labour Cost Std. Cost for Actual 
Variance ~ actual Production Cost 

=4.100 units x Rs. 90-Rs. 3.06,000 
r=Rs. 3,69,000—Rs. 3.06,000 
=Rs. 63,000 (Favourable) 

Labour Rate . f Std. 

Variance ” Actualtlme * \ Rate " Rate ) 

Grade X= 72,000x (Rs. 2-Rs. 2-50)=Rs. 36,000 (A) 
Grade y=63.000x (Rs. 3-Rs. 2 00 )=Rs ^63100 (F) 

27,000 (F) 

Labour _Standard (Std labour hrs. __Actual \ 
Efficiency Variance~ Rate * {for actual output hrs. J 

Standard Labour hours for Grade *"“£500 X 4 ’ 100 

4,100-61,300 


•• •» 


Labour Efficiency Variance : Grade AT-Rs. 2*Cg’^- 72 ’ 000 ' 

Grade y=Rs. 3x (61.500-63,000) 

=Rs. 4,500 (Advene) 

Total Rs. 40,500 (F)+Rs. 4,500 (A)=Rs. 36,000 (F) . 

Labour efficiency Variance can be segiegated into Labour Mix Varianca 
md Yield Variance. 

Labour Mix Std. /Revised Std.^Actual \ 

Variance = Rate * V labour hrs. hrs. / 

Revised Std.^ Total time of actual workers x SuJ , abour ^ 
labour hrs. ~ Total time of Std. workers 

Grade X- 90,000 hrs.-81,000 hrs. 

Grade y-j^^x 60.000 hrs.-=54,000 hrs. 

Labour Mix Variance: 

Grade AT=Rs. 2 x (81.000 hrs. -72,000 hrs.)=Rs. 18.000(F) 

Grade y=Rs. 3x (54,000 brs.—63,000 hrs.)=Rs. 27.000(A) 

T" 9,000 (A) 


Labour yield Std. Cost per /Std. output for .Actual \ 
Variance ~ unit • X V actual Mix* • output ) 


•Total Standard Cost 3.60,000 


Rs. 90 


Standard output 4,000 

-T^W“ Xx Std ‘ 0utput= ijsolooo hrs. X 4,000 u n*ts=3,600 units 

• L *v»rianos Id =Rs ' ®°* (3,600—4,100) 

=45,000 (Favourable) 

Labour yield variance is equal to Revised Labour Efficiency Variance: 
Revised Labour (Std. Labour hrs. Revised Std.\ 

Efficiency Variance \ for actual output labour hrs. ) 
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Grade X=Rs. 2x (92.250-81,000)=22,500 (F) 

Grade y=Rs. 3x (61,500-54,000)=22,500 (F) 

=Rs. 45,000 (F) 

Verifies tioo 

Labour Cost Labour Rate Labour Efficiency 
Variance ™ Variance + Variance 
-Rs. 27.000 (F)+Rs. 36.000 (F) 

-Rs 63,000 (Favourable) 

Labour Labour Labour yield or 
Efficiency = Mix + Revised Efficiency 
Variance Variance Variance 

=Rs 9.000 (A)+Rs. 45.000 (F) 

=Rs. 36.000(F) 

Illustration 160* 

A gang of workers usually consists of 10 men, 5 women and 5 
boys in a factory. They are paid at standard hourly rates or 
Rs 1*25 Re 80 and Re. '70 respectively. In a normal working week 
of 40 hours the gang is expected to produce 1.000 units of output. 

In a certain week, the gang consisted of 13 men. ♦ women and 
3 boys. Actual wages were paid at the rates of Rs. 1 20, Re. 85 
and Re ‘65 respectively. Two hours were lost due to abnormal 
idle time and 960 units cf output were produced. 

Calculate various labour variances 


Solution 



=96Qx Rc. 80—Rs. 838 

-Rs. 768—Rs. 838 
-Rs. 10 (AAiint) 


nuiV- Ac,U ^ !“*' X(Std Bate-Actual Rate) 
paid for 



STANDARD COSTING 


Men 

(R«- ™- Re: 65) =Rs 6 ( ) 


Total 


*s. 24 (Favourable) 


¥ ^ r / std. time for ^Actual time) 

Total Direct LabourRatex^ aclua l output* paid tor / 
Efficiency Variance 

(TDLEV) f 384 —S 20 )* HO(A> 


■120) 


50-40 (A) _ 

Rs794~(AdveTse) 


Boys »Re. *20 x (192* 

•Standard hrs. x Actua l output 

Total Direct labour Efficiency Vartaoee—« m e 

Direct Labour =Std. Rate x ( , , output worked 

Efficiency Variance v 

Men (DL =R- 1*25 x (384-494)-lJ7S0(A) 

Women -Re. *80x(192-IS2)-M <*> 

Boy, -Re. TOkQM— lM)-»*«0g> 


Total 


Rs. 50*90 (A) 


Idle time _, d , e hrsx S td. Rate 
Variance 
(ItV) 

Men — 26 x 1*25—Rs. 32*50 (A) 

Women =8x *80 -Rs. 6*40 (A) 
Boys —6x *70 -Rs. 4 20(A) 


Total 43* 10 (Adverse) 


/ Revised Std. Actual > 
DLMV -Std. Rate x^ Time " time taken ) 

•* a.i a time. . • — — 


To tal Actual time x std. time 
Revised Std. time= Total Std. time 

™ *400= 380 

760 


Men 

Women 


Boys 

Men 

Women 

Boys 


=100 * 200=190 

= ™x200=190 

-Rs. 1-25 x (380 — 494) =*142-50 (A) 
=>Re. *80 x (190—152) -30 40(F) 
=Re. *70 x (190—114) - 53*20 (F) 


Total 


Rs. 58*90 (Adverse) 


n— —-“*, - ~ . ( S ££S. , “ - 2S ) 

yield variance Unit V 

(DLYV) 
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«=Re. -80 x (950-960) 

=Rs. 8 (Favour aoJe) 

Verification 

DLCV=DLRV+DLEV 
=24(F)+94 (A) 

=R*. 70 (Adverse) 

TDLEV «= DLn V+iTV 

=50 90(A)+43 10(A) 

—Rs. 94 (/\uverse) 

OR 

=DLMV+ITV+DLYV 
= 58-90 (A)+43 10 (A)+8 (F) 

=Rs. 94 (Adverse) 

Revision variance* 

Sometimes the standards may have to be revised by the 
management due to reasons beyond their control. The revision may 
•be due to increase in wage rates r« account of agreement with the 
■workers union, change in mix of lab' ur due to a shortage of a certain 
type of labour or steep rise in the price of raw materials due to an 
acute shortage of supply caused by a poor harvest etc. In order to 
study the variance on account of revision of standards, revision 
variance is calculated. It can be regarding direct materials, direct 
labour or overheads. The variance is the difference between the 
revised standard cost and original standard cost of actual production. 

Once the Revision Variance has been calculated, the new re¬ 
vised standards would become the real standards for calculating 
the variances. The formula for calculating “Revision Variance”, 
can be put as follows : 

Revision _ Revised Std. _ Original Std. cost of 

Variance” Cost of actual output” actual output 

Illustration 161* 


From the following data calculate the different material 
variances. 


Original Standard 

Revised Standard 

Actual 

Material 

Units 



Units 

Rate 

Rs. 

Amt. 

Rs. 



Amt. 

Rs. 

X 

60 

3 

180 

40 

3 

120 

50 


200 

y 

40 

2 

80 

60 

2 

120 

H 

2 

100 

Total 

D 

■ 

D 

D 


240 

100 


300 
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Std. output 
Actual output 
Solution 
Direct Material 
Revision Variance 
(DMRV) 


100 Units 
80 Units 


Original Std. Cost for 
actual output 


Revised Std. Cost for 
3 actual output 
,80x2-40-80x2-60 
~Rs. 192—Rs. 208 
=Rs. 16 (Favourable) 

After calculating the Revision Variances the o.her vanances -.11 be C.F 
culated as if the ‘Revised Standard is the real standard. 

Actual 
Qty 

=50x (3—4)i 
= 50x (2—2)* 


DMPV x(sid. Rate-Actual Rate ) 


X 

y s 


350(A) 

-Nil 


Total Rs. 50 (Adverse) 

Std. /Std. qty. for 
DMUV -f Ratc x ^ actual output 
x—3x (32—50)=*54 (A) 
^-2x (48 - 50) 


Actual') 
My. ) 


Total 


4(A) 


Rs. 58 (Adverse) 


Direct Material o _ DMRV+DMPV+DMU v 

Cost Variance - 

(DMCV) «Rs. 16 (F)+Rs. 50 (A)+Rs- 58 (A) 
bRs. 92 (Adverse) 

Verification 

nMCV— Sld Cost for _ Actual 
actual output Cost 

=-80x2 60—300 

-Rs. 208—Rs. 300 

-Rs. 92 (Adverse) of 

Note. In case in the above illustration x and y arc taken^as ca e*ory 
workers and units as hours of work the various labour variances 
culated on the same pattern. 

Overhead Variances 

The term overhead includes indirect material, indirect labour 
and indirect expenses. Overhead variances may relate to lac.ory 
office or selling and distribution overheads. For th p P ^ 
variance analysis we have divided them broadly into t 8 

viz., fixed and variable. However, before we proceed to study these 
variances, we should get familiar with certain terms : 

(а) Standard. Overhead Rate Budgeted Overheads 

per unit ~ Budgeted Output 

(б) Standard Overhead Rate _ Budgeted Overh eads_ 

per hour ~ Budgeted Hours 

(c) Standard hours __ Budg. Ujlhourj ^ 
for actual output Budg'Ud output 
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(<Z) standard Output = Budgeted Output^ y Aawjl 
for oc^uoZ lime Budgeted hours 

(e) Recovered or = Standard Rate xActual Output 

per unit 


Absorbed 
Overheads 


if) Budgeted 
Overheads 


{g) Standard 
Overheads 


Standard Ratt Standard hours for 
0R per hour X actual output 

Standard Rate x BtldgeUd Output 
per unit 

0R Standard Rate * BudgeUd Ws 
per hour 

Standard Rate Standard Output for 
per unit * actual lime 


0R Standard Rate xAumnoura 
per hour 

(fc) Actual Overhead, Actual Output 

OR Ae * a i RaU XActual hour, 
per hour 

It is to be noted that the terms budgeted overhead rate per 

unit and standard overhead raU! per unit,^budgeUid^overheadratej)e^ 

hour and standard ° verl '* a “ standard horns have been used 

standard output, budgeted h^r bud d e ed overheads . and . sland ard 

overheads’ have not been rndbi. thesame*•«* It has,been 

here that ‘budgeted overheads are tor Duog^ ^ budge(ed 6 0ut . 
output but'standard overhead maMer of what terminology one 

ffipl” »« ■»» ««d .1.. Ml-1 

'” l 0 g, ,i, Standard. overheads tor actual output in pta» ot 

sSS-SSV S,d. output o, S,d. tn place 

iSS'—t, actua. lime In place of Standards 
overheads. 

Overhead cost variance t r . 

total both fixed and variable of overhead variances. 

Overhead Cost = Recovered __ Actual 
Variance Overheads Overheads 

Example 1 

Budgeted Output 5000 
Budgeted Overheads Rs. 5000 
Fixed Rs- 3000 
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Variable Rs. 2000 

Actual Overheads Rs. 6000 

Fixed Rs. 3000 

Variable Rs. 3000 

Actual Output 4000 Units 

From the above data the overhead cost variance will be cal- 

culated as follows : 

Budgeted Ove rheads 
Standard Ov. Ratc=— B udgctedOutput 

Rs. 5000 
'5000 units 
Re. 1 per unit 

Overhead Cost=Recovered overheads-Actual Overheads 
Variance =-Re 1 x 4000-Rs. 6000 
33 Rs. 2000 (Adverse) 

Classification of overhead variances • 

Overhead variances can be classified as— 

(1) Variable overhead variance 

(2) Fixed overhead variances 

Variable overhead variance 

Variable overheads, may be manufacturing, administration or 
selling and distribution. Any variation is due to a change in ex¬ 
penditure incurred and hence expenditure variance is calculated. 

Expenditure variance 

It is the difference between actual variable overhead expendi¬ 
ture incurred and the standard variable overheads set in for a parti¬ 
cular period. It may be put in the form of following formula : 

Expenditure =Rtcover(d y Overheads - Actual V. Overheads 
Variance 

( Standard Variable Overheads Actual Variable\ 

on actual production Overheads ) 

Standard overhead on actual production is the product of 
standard overhead rate per unit multiplied by the actual production 
for the period. 

Standard overhead rate per unit can be computed with the 
help of the following formula : 

Standard Overhead Budgeted Overheads 
Rate per unit ~ Budgeted Output 

Standard variable overheads can also be calculated on the basis 
of a multiplication of standard hourly rate lor overheads with the 
standard hours for actual production. 

Example 2 

Budgeted Proauction for the year 1 ,000 units 
Actual Production 900 units 

Budgeted Variable Overheads Rs. 10,000 

Actual Variable Overheads Rs. 9,500 
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Overhead Rate per unit = ^‘ (fo — =!**• 10 

Standard Variable Overheads =Rs. 10x 900 Units=Rs. 9,000 

Overhead Expenditure Variance =Rs. 9,000—Rs. 9,500 

=Rs. 500 (Adverse) 

This variance may be due to advance payment of expenses, or 
outstanding expenses or payment of past outstanding expenses 
during this period or on account of certain abnormal expenses 
incurred such as—repairs of machinery due to breakdown, expenses 
due to spoilage or defective workmanship or exessive overtime work 
etc 

Some cost accountants arc of the opinion that efficiency vari¬ 
ance should be calculated in respect of variable overheads. Their 
argument is that some of the variable overheads tend to vary on 
account of diffeience in standard time and actual time. It this be 
the case, the expenditure variance previously calculated will be 
known as V. Ov. Cost Variance i.e. the total variance which shall 
be divided into two parts—(i) Expenditure variance (ii) Efficiency 
variance. The formulae for computation may be put as follows : 

Variable Overhead = Recovered overheads-Actual overheads 
Cost Variance 

Standard variable overhead Actual variable 
on actual production * overheads 
Expenditure Variance-Standard overheads-Actual overheads 

Standard variable overheads Actual variable 
for actual time* overheads 

Standard variable 

. overhead rate per x Actual hours 
hour 

Recovered overhead—Std. overheads 
Standard variable overhead Mandard variable over- 
1 on actual production heads for actual time 

Illustration 162 

Actual variable overhead 
Budgeted variable overhead 
Budgeted production 
Actual production 
Actual hours 
Standard time for 1 unit 


Rs 10.000 
Rs. 12.000 

500 units 
450 units 
200 

. 30 minutes. 


•Standard vari¬ 
able overheads for - 
actual time 

Efficiency Variance- 


Solution 

Rs. 12.000 Pc 

Standard variable overhead per unit = —jqq- = KS - 


Standard variable overhead per hour 
Standard variable 


Rs. 12.000 
i x 500 

Standard variable Actual 


Rs.43 


overhead for actual productirn 
Recovered overheads) 


overhead rate per unit output 


Rs. 24x450 
= R'. 10.P00 
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Expenditure Variance^ 


Standard variable Standard variable x 
overhead for actual time “overhead rate per hour hours 
(i.e. Standard overheads) 

=Rs. 48 x 200 
-Rs. 9.600 

;Standard v. overhead-Actual v. overhead 
Standard variable _Actual 
“overhead for actual time variable overheads 
= Rs. 9.600-Rs. 10,000=Rs. 400 (Adverse) 

Efficiency Variance-Recovered v. overheads-Std. v. overhea 

SS£.«- 

-Rs. 10.800-Rs. 9,600 = Rs. 1.200 (Favourab.e) 

Recovered V. __ Actual V. 

“ overhead overhead 
Standard variable ^Actual 

"overhead on actual production variable overhead 
-Rs. 10.800 —Rs. 10,C00 = Rs. 800 (Favourable) 


V. Overhead 
Cost Variance 


Some cost accountants say that variable overhead variances 
should be calculated on die basis same as fixed overhead variances. 
The method for analysis and compulation of fixed overhead variances 
has been explained hereafter. If all such variances are calculated, 
the total of various variable overheads and fixed overheads variances 
will be equal to total overhead cost variance. 

The assumption underlying the above opinion is that standard 
variable overheads differ from actual variable overheads on account 
of similar reasons as fixed overheads it. the time plays an important 

part. This assumption generally does not seen to be justified since 

the overhead which have any relation to time cannot and should 
not be categorised as variable overheads. If at all some of the 
overheads tend to fluctuate according to time there should be a 
reworking on classification of fixed and variable overheads. Hence, 
on principles, it appears reasonable that only overhead cost or ex¬ 
penditure variance. should be calculated in respect of variable 
overeheads Efficiency variance or for that sake no other variance, 
like fixed overhead variances should be computed in respect of 
there variable overheads. 


Fixed overhead variances 

Fixed overheads do net vary with the production but vary 
with the time and hence there will be different rates of overhead 
expenses per unit at different levels of production. The sandards in 
respect of fixed overheads may be set in according to rate per unit of 
output or per hour. 

The different Fixed Overhead Cost Variances arc as follows : 


Fixed overhead cost variance 

The difference between standard overheads recovered (or 
absorbed for actual output) and the actual fixed overheads is the 
Fixed Overhead Cost Variance. Its formula is— 
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Overhead Coal ^Recovered or Absorb d _ Actual 
Variance ~~ F. Overheads F. Overheads 
Difference between actual and standard fixed overheads may be 
on account of the following reasons— 

(t) A higher or lower amount of fixed overheads than the 
standard fixed overheads might have been incurred for the same 
production durirg the same period. 

(it) The same amount of fixed overheads might have been in- 
curred for a higher or lower production than the standard pro¬ 
duction during the same period. 

The former is termed ?s‘expenditure variance’ while the latter 
is known ‘as volume variance’. 

Expenditure or budget variance 

The difference between actual expenditure and budgeted ex- 
oenditure is termed as expenditure or budget or level variance, it 
may be put in the form of the following formula : 

Expenditure Variance - Budgeted Overheads - Actual Overheads 
If actual overheads are more, it shall result in an adverse 
variance and vice versa. 


Volume variance 

The difference between overheads absorbed on actual output 

Sard rate. The formula for its computat.on may be put as 

'^Volume Variance=Recovered Overheads—Budgeted Overhead* 

If the budgeted overheads are more than the recovered over- 
head.![t'shall'cause an unfavourable variance and tnce veraa. 

The total of budget and volume variances would be equal to 
overhead covariance 8 This can be understood w.th the help of 
the following examples: 


Example 1 

Standard rate of fixed overheads : Rs. 20 per unit 
Budgeted Production for July 1978 : 500 units 
Actual Production for the month : 450 units 

rassssi—if — 

= Rs. 20x450 Umts=Rs. 9,000 

Budgeted Overheads=S.andard Rate per unitx > Budgeted Output 
= Rs. 20x 500 Umts^Rs. 10,000 
Overhead Cost=Recovered Overheads-Actual Overheads 

variance 9,000-Rs. y,500=Rs. 500 (Advene) 

p.nenditure Variance-Budgeted Overheads-Actual Overheads 
Expenditure variance * 9.J00=Rs. 500 (Favourable) 
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Volume Variance 


Recovered Overbeads-Budgeted Overhead* 
Rs. 9,000—Rs. 10,000=Rs. 1,000 (Adverse) 


Verification 

Overhead Cost -Expenditure Variance+Volume variance 


Variance 

= Rs. 500 (F) + Rs. 1.000 (A) 
= Rs. 500 (Adverse) 


Example 2 

In examolc 1 cited above, if the time budgeted is 1.000 hours and the 
standard ra“?f P iverh«d, per hiur is Rs. 10. .he budge.ed and recovered over- 
heads will be calculated as follows : 

Budgeted Overheads-Standard Rate per hour x Budgeted hours 

—Rs. lOx 1,000 hrs. = Rs. 10,000 

Recovered Overheads-S.andud Rate per hour* Standard hourt^for^, 

Standard hours for Budgeted hours 
actual output "Budgeted output 

1,000 hrs. 
n 500 units 


x Actual output 


x 450 units—900 hours 



Recovered overheads—Rs. 10 x 900 hrs. —Rs. 9,000 
The variances may now be calculated according to the formulae given 
previously. 

The volume variance can further be analysed as under— 

(a) Efficiency variance*. The actual quantity produced and 
standard quantity fixed might be different because of higher or 
lower efficiency of workers employed in manufacturing goods. The 
over or under-recovery of averheads on this account is sometimes 
separated from volume variance The efficiency with which the 
productive operations are carried out with the aid of utilised facilities 
is pointed out by this variance. The form^'a is : 


Efficiency Variance = Recovered Overheads —Standard Overheads 

The standard overheads, if more than the recovered overheads, 
would lead to an adverse variance and vice versa. 

The causes of efficiency variance are as under : 

(») Variation in the method* of production, efficiency of ma¬ 
chines, quality of materials used, efficiency of tooling and working 
conditions. 


(it) Improper handling of materials, machines etc. 

{Hi) Improper supervision and inspection. 

(iv) Changes in efficiency of machine operate*s due to unskilled 
workers, different grades of labour, untrained or undertraining staff, 
high labour turnover etc. 

(h) Capacity variance* Actual capacity of the machine or 
plant may vary from the planned capacity or expected capacity due 
to idle time, strikes and lock-outs, breakdown, labour shortage 
absenteeism, under-or-over customer demand e:c. It may also be 
<iue to overtime work, changes in number of shifts of one or mere 
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machines etc. The variance is an indicator of the degree of utili¬ 
sation of available capacity. The capacity variance is calculated by 
the following formula : 

Capacity Variance=Standard Overheads—Budgeted Overheads 

If the standard overheads are more than the budgeted over¬ 
heads, a favourable variance would result and vice versa. 

The total of efficiency and capacity variance would give the 
overhead volume variance. 

To take an example, if in a day, a man set his task of com¬ 
pleting 100 units in 10 hours, whereas he could work only for 9 hours 
but completed 95 units. There is a decline of 5 units of output. 

It will cause an adverse volume variance at the standard rate per 
unit of overhead cost. But it is on account of two reasons. As 
rega-ds the man’s capacity is concerned it has been reduced by 1 
hour, hence an adverse capacity variation of 10 units but as for 
his efficiency, it has increased since at the standard rate he should 
have completed only 90 units, whereas he has been able to complete 
95 units. Here there is a favourable variance of 5 units. Thus 
10 units unfavourable and 5 units favourable gives a total of 5 units 
unfavourable. 

Example 3 

In example 2 given above, if the actual time taken is 800 
hours, the efficiency and capacity variances will be computed as 
follows : 

Standard Overheads-Std. Rate per Unit xStd. Output for actual time 
Standard Output _ Budgeted Output x Actua j HoufS 
for actual time Budgeted Hours 

“ T55o * 800 “ 400 uniu 

Standard overheads—Rs. 20x 400 units—Rs. 8,006 

or otherwise, on the basis of hours- 

Standard Overheads-Standard Rate per hour x Actual Hours 
= Rs. 10 x 800 hours-Rs. 8.000 

Capacity Variance-Standard Overheads-Budgeted overheads 
= Rs. 8,000 —Rs. 10.000=Rs. 2,000 (Adverse) 

Efficiency Variance-Recovered Overheads-Standard Overheads 
-Rs. 9.000—Rs. 8.000 —Rs. 1,000 (F) 

Verification 

Volume Variance = Efficiency Variance-rCapacity Variance 
= Rs. 1,000 (F) + Rs. 2.000 (A) 

— Rs. 1,000 (Adverse) 

The following illustrations will be helpful in understanding tho 
computation of various overhead variances. 

Illustration 163 

The following information is received from the books of Mehta 
Martudacturiug Co. 
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Normal overhead Rate 
Actual hours operated 
Allowed hours for actual production 
Allowed overheads for budgeted hours 
Actual overheads 


Rs. 

3 

20,000 

21.000 

70.000 

72.000 


Calculate: 

(i) Overhead Budget Variance («) Volume Variance (»»») 
Efficiency Variance (it>) Capacity Variance (t>) Total Overhead cost 
Variance 

Solution 

Budgeted Overheads —Rs- 70,000 , / - tt . ^ ftiu . 

Recovered Overheads-Std. Rate per hour x Std. hours for actual output 

bRs. 3x 21,000 =*Rs. 63,000 

Standard Overheads -Standard Rate per hour x Actual Horn.- 

bRs. 3x 20,000 —Rs. 60.000 
Actual Overheads =Rs. 72,000. 

(0 overhead Budge, 

Overhead Volume Recovered _ Budgeted 
<"> Variance "overheads overheads 

bRs. 63,000—Rs. 70.000-Rs. 7,000 (Adverse) 

(III) Overhead Efficiency Variance-Recovered Overheads-Stand ard^^ 

-Rs. 63,000—Rs. 60.000 
—Rs. 3.000 (Favourable) 

(/v) Overhead Capacity Variance -Standard Overheads-Budgeted^^^ 

-Rs. 60,000—Rs. 70.000 
-Rs 10,000 (Adverse) 

(v) Overhead Cost Variance -Recovered Overheads-Act ual^^^ 

-Rs. 63.000—Rs. 72.000 
-Rs. 9,000 (Adverse) 

Verification 

(/) Overhead Voiume Variance —Efficiency Variance + Capacity 

Variance 

-Rs. 3.000 (F)+Rs. 10.000 (A) 

-Rs. 7.000(A) 

(/«) Overhead Cost Variance -Budget Variance-Volume Variance 

— Rs. 2.000 (A) + Rs. 7,000 (A) 

-Rs. 9,000 (A) 


data 


(/<) Overhead Cost Variance 


Illustration 164 

Calculate different overhead 


Fixed overheads 
Hours 

Production Units 

Solution 


variances from the following 


Budgeted 

Rs. 

5.000 

2.000 

1,000 


Actual 

Rs. 

6,000 

2,500 

1,100 


Standard rate per hour 


Budgeted Overheads 
Budgeted hours 

50 
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Standard\hours for actual output= B udgetavS^u t x Aclual ° UtpUt 


x 1,100=2,200 hours. 

-Rs. 2 50 x 2,200 hrs.=Rs. 5,500 
—Standard Rate per hourx Actual hours 
—Rs. 2 50 x 2,500 hrs.=»Rs. 6050 

(0 Overhead Budge. Variance^Budg^^.hejds-Ac.u.j^erheads 


Recovered Overhead 
Staodard Overheads 


(//) Volume Variance 


(itf) Efficiency Variance 


(/v) Capacity Variance 


—Recovered Overheads—Budgeted 

Overheads 

—Rs. 5,500—Rs. 5,000=Rs. 500 (F) 

=Recovered Overheads—Standard 

Overheads 

-Rs. 5.500 - Rs. 6,250=Rs. 750 (A) 
-Standard Overheads-Budgeted Overheads 
-Rs. 6,250—Rs. 5,000—Rs. 1.250(F) 

(v) Overheads Cost Variance-Recovered Overheads-Actual Overheads 
V -Rs. 5,500—Rs. 6,000—Rs. 500 (A) 

Verification 

Expense Variance+Volume Variance*—Total Overhead Cost Variance 
Rs. 1,000 (Adverse)4-Rs. 500 (Favourable)-Rs. 500 (Adverse) 

•Volume Variance-Efficiency Variance+Capacity Variance 

-Rs. 750 (Adverse)+Rs. 1,250 (Favourable) 

—Rs. 500 (Favourable) 

Illustration 165 

A company is operating a system of standard costing and clos¬ 
ing its books quarterly. The budgeted overheads were Rs. 2,55,000. 
The overhead rate was predetermined at Rs. 51 per labour hour, 
and during a period it actually utilised 52,000 labour hours, whereas 
it should have spent only 51,COO hours. The actua overheads gave 
a rate of Rs. 4 9 per labour hour. How would you record the 
variances ? 

Solution 

Recovered Overhead,-Standard Rate per hourx Standard 
-Rs. 5 1 x 51,000 hrs.-Rs. 2,60,100 

Actual Overheads 


Standard Overheads 

Budgeted Overheads 
(0 Budget Variance 


-Actual Rate per hourx Actual hours 
-Rs. 4 9x 52.000 hrs.-Rs. 2,54.800 

-Staodard Rate per hourx Actual hours 
.jRs. 5 1 x 52.000 hrs.-Rs. 2.65,200 
-Rs. 2,55.000. 

-Budgeted Overheads—Actual Overheads 
-Rs. 2 . 55 . 000 -Rs. 2,54.800 
-Rs. 200 (Favourable) 

(//) Volume Variance -Recovered Overheads—Budgeted Overheads 

= Rs. 2.60.100- Rs. 2.55.000 
=Rs. 5.100 (Favourable) 

<«> <‘> Efficiency Variance = Rcccwered^Overhe«)|—.Standard Overheads 

-Rs. 5,100 (Adverse) 
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— Rs. 10,200 (Favourable) 

(.«) Overhead Coal Variance^^cov^Overhead^-Ac.-.l 

= Rs. 5.300 (Favourable) 

Verification 

o— c« *—;;■££ ®SK'!8@? V ”“ 

=^Rs. 5,300 (Favourable) 

11 lustration 166 

Figure out the overhead budget, volume and effic.ency van- 
ances from the following given data : 

Standard hours allowed for production 
Actual hours taken for production 


Budgeted overheads on 4,000 standard hours 

Actuaf overhead Miwnses incurred for 4.130 actual hours 
Standard overhead rate per hour 


4.000 

4.130 

Rs. 

4.000 

4,065 

4.022 

100 


Solution 

Budgeted Overheads*Rs. 4.000 

Standard Overheads-Standard Rate per hour x Actual hours 
-Re. 1x4.130 hrs.*Rs. 4,130 

Recovered overheads* Rs. 4.065 

Actual Overheads —Rs. 4,022 . 

(0 Budget Variance 

<"> Volume Variance ° Verh ' ad4 

W ^iency Variance 

(iv) Capacity Variance Standard Overheads-Budgeted Overheads 

-Rs. 4,130 —Rs. 4,000=Rs. 130 (F) 

Verification 
Budget Volume 
“Variance + Variance 

-Rs. 22(A) + Rs. 65 (F) 

-Rs. 43 (F) 
or 

Recovered _ Actual 
= Overheads Overheads 
-Rs. 4,065 — Rs. 4,022=Rs. 43 (F) 

( ti ) Volume Variance-Efficiency Variance+Capacity Variance 

-Rs. 65 (A)+Rs. 130(F) 

-Rs. 65 (F) 

Illustration 167 

The standard fixed overhead cost per battery is Rs. 10 80 
based on the following info: mat ion f.,r the year : 

Budgeted production : 10.000 batteries 
Budgeted fixed expenses Rs. 1.08.000 
Budgeted total production hours : 24,000 


(0 ToUl Overhead 
Cost Variance 
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For the month of April the following actual data are obtained: 
Fixed expenses incurred ; Rs. 9,500 
Budgeted production hours for April: 2,400 
Actual production hours worked : 1,800 
Actual production : 960 

Compute the expense, capacity and efficiency variances. 

Solution 


Standard 
Rate per hour 


Standard hours 
for actual output 


For April: 
Recovered 
Overheads 


Budgeted Overheads 
Budgeted hours 
Rs. 1.08.000 


24,000 hrs. 
Budgeted Hours 
'Budgeted Output 
24,000 


Rs. 4 50 


x Actual Output 


10,000 


x 960=2,304 hrs. 


Standard Rate per Standard hours 

hour x for actual output 
— Rs. 4 50x2,304 hr* 

= Rs. 10.368 


Budgeted Overheads—Standard Rate per hourx Budgeted hours 
— Rs. 4 50 x 2.400 hrs. = Rs. 10,800 

Standard Overheads-Standard Rate per hourx Actual hours 
-Rs. 4 50x 1,800 hrs. —Rs. 8.100 


Actual Overheads — Rs. 9,500 

(/) Expenditure -Budgeted Overheads-Actual Overhead 
Variance 

— Rs. 10.800-Rs. 9,500 
-Rs. 1,300 (F) 

(i7) Efficiency —Recovered Overheads—Standard Overheads 

Variance 

-Rs. 10,368-Rs. 8.100 
-2.268(F) 

(iii) Capacity —Standard Overheads—Budgeted Overheads 

Variance 

-Rs. 8,100 —Rs. 10,800 
-Rs. 2.700(A) 

(iv) Volume Variance-Recovered Overheads-Budgeted Overheads 
-Rs. 10.368-Rs. 10,800 
-Rs. 432(A) . 

Verification 


Volume Variance -Capacity Variance+Efficiency Variance 
-Rs. 2,700 (A)-FRs. 2,268 (F) 

-Rs. 432 (A) 

Calendar Variance*. It is a part of capacity variance. 
Sometimes, variations occur due to more holidays during a year 
and, therefore, the effective working days or hours are less than 
those budgeted. The calendar variance can be defined to be that 
portion of the capacity variance which is due to the difference 
between the number cf working days in the budget period and the 
actual number of working days in the period to which the budget is 
applied. Thus, it is an indicator of variations in overhead absorption 



585 


can be expressed, thus : 
Calendar 

Variance 
Possible 
Overheads 

Possible hrs. 


Budgeted 
" Overheads 
Possible 
* hours 
Actual number of 
working days 


STANDARD COSTING 

of different months due to variation in number of days. The formula 

Possible 
Overheads 
Standard 
Bate per hour 
Std. Working 
hrs. per day - - 

If the possible overheads are more than the budgeted over- 
heads, there would be a favourable var.ance and vice versa. 

Example 

Budgeted hours during the year : 5X>00 
Budgeted Overheads for the year - to. 12.°°° 

Actual hour. , ss.tle in the month . 500 

Budgeted Overheads Rs.J2.OUU = Rs , c00 

for the month 12 

Standard Rate per 2 40 

Possible Terbeads^ h0U " 

Calendar Vartancc 

= Rs. 200 (Favourable) 

In case, the cJe-.dar variance is separately calculated, the 
capacity variance (alter segregating calendar variance) 
culated according to tne following formula 

Capacity Standard __ Possible 

Variance Overheads Overheads 

(revised) 

If the standard overheads are more than the P°s s,ble over ' 
heads, it would result in a favourable variance and vice versa. 

Illustration 168 

From the following data, calculate the fixed overhead variances 
for the month : 


Actual number of working days 
Actual man-hours worked during the month 
Units produced 

Actual fixed overhead incurreu 
Budgeted number of working days per month 
Budgeted man-hours per month 
Standard man-hours per unit produced 
Standard fixed overhead rate per man-hour 

Solution 

Standard hours for actual output = 10 x 850—8.500 hours. 

Standard working hours per days= ^O - ^ 400 

Possible Hours =Standard working hours per day * Actual number 


Rs. 

22 

850 
Rs. 3.800 
20 

8.000 

10 

Re. 0-50 


=400x22=8.800 hours. 
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Recovered Overhcads=Standard Rate per hour x Standard hours for 

actual outpuv 

=Rs. 0 50x 8,500 hrs.=Rs. 4,250 
Budgeted Overheads—Standard Rate per hour x Budgeted hours 
= Rs. 0 50x 8.000 hrs.-Rs. 4,000. 

Standard Overheads —Standard rate per hourx Actual hours 
«=Rs. 0*50x 8.600 hrs.-Rs 4,300 
Actual Overheads =Rs. 3,800 (given) 

Possible Overheads —Standard Rate per hourx Possible hours 
-Rs.O 50x8.800 hrs.-Rs. 4.400. 

(0 Overhead Cost Variance=Recovered Overheads —Actual Overheads 

-Rs. 4,250-Rs. 3.800=Rs. 450 (F) 

(ii) Expenditure Variance -Budgeted Overheads-Actual Overheads 

= Rs. 4,000-Rs. 3,800= Rs. 200 (F) 

(iii) Volume Variance = Recovered Overheads-Budgeted Overheads. 

-Rs 4,250—Rs. 4,000=Rs. 250 (F) 

(iv) Efficiency Variance -.Recovered Overheads—Standard Overheads 

= Rs. 4.250-Rs. 4,300 = Rs. 50 (A) 

(v) Capacity Variance — Standard Overheads—Budgeted Overheads 

= Rs. 4.300—Rs. 4,000= Rs. 300 (F). 

(v) (a) Calendar Variance — Possible Overheads—Budgeted Overehads 

-Rs. 4.400—Rs. 4.000—Rs. 400 (F). 

(b) Capacity Variance —Standard Overheads—Possible Overheads 

-Rs. 4.300-Rs. 4 400 
-Rs. 100 (Adverse). 

Verification 

(f) Overhead Cost Va ance—Expenditure Variance-: Volume Variance 

-Rs, i00(F)+Rs. 250(F) 

-Rs 450(F) 

(ii) Volume Variance -Efficiency Variance+Capacity Variance 

-Rs. 50 (A) + Rs. 300(F). 

-Rs 250 (F). 

Yield Variance • Just as labour and material yield variances 
are.calculated, similarly overhead yield variance can be known- 
The variance indicates the gain or loss incurred by way of overhead 
cost incidence, due to loss or wastage in production. The variance 
is calculated as under — 

Yield Recovered __ Expected 

Variance ~~ Overhead Overheads 

(Expected overheads, if more, would give an adverse variance 
and vice versa ) 

Expected __ Standard Rate x Expected 
Overheads " per unit Output 

Or 

Standard Rate Standard hours 

per hour X for expected output 

Exp:., o 1 output take* into account the standard loss or. actual 
input and not tl.c actual loss on actual input. Tj\u* it is the 
normally obtainable output. 
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favourable variance would be earned and «*ee —• 

Example 

Sundard Rate per U m« Rs. 10 


ssffl SSiWBKft—-** 
Bsssrgt—. 

Actual loss : 5%. ___ ... 


-—r - 

Actual loss 
Expected Output 
Actual Output 

S r^v2TcUrads 

Standard Overheads 

Expected Overheads 
Yield Variance 


*=1,600 Units—160 Units-1,440 Units 
= 1 600 Units- 80 Units-1.520 Units 
-1 500 Units-150 Units-1.350 Unrts 
=Standard Rate per unitx Actual Output 
_»»- 10 x 1 520 units—Rs. 15.200 
^Standard Rate per unit * 

=Rs. lOx 1,350 units=Rs 13.500. 

^Standard Rate per unitx E^P ^"* 1 outpu 
=Rs. lOx 1.440 umts=Rs. 14,400 

•= Recovered Overheads-Eapected^^ 
=Rs. 15 200 -Rs. 14.400=R». 800 (F) 
m _c,nectedOverheads-Standard Overheads 

Efficiency Variance (Revised) 13,500 

-Rs! 900(F) 

eubt^coTdtglo^ 

Efficiency Variance =rTi5.200-Rs. 13.500 

=Rs. 1,700 (F) 

Calculate (i) overhead eS 

ssesb sraJS ss «£> 

for the year for 'he month 

No. of working Days during the year 

No. of working £*>** u ™* fo^the^ear Rs. 9.000 
Total Fixed Overheads Cost lor ine y 2 ,400 units 

Input 1*800 

Output 

Solution _ _ . 

With reference to Output 

' Budgeted Output for the month 

Budgeted Out put for the year x Bu( jgcted days for the mon 
“ -fitted days for tne year 

L*?9 X 25=150 Units 
300 


26 

Rs. 1.000 

240 units 
185 .. 
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Expected Output 

Budgeted output for the year _ __ 

-Budgeted Input- x Actu * 1 ‘“P"' 

x 2 40 = 1 8° Units 

Standard Output for actual time 

Budgeted output for the year . 

Budgeted days for the year 

= isr x 26=156 UnU * 

Standard Rate per unit 

Budgeted Overheads 
Budgeted Output 

Budgeted Overheads —Standard Rate per unit x Budgeted output 
= Rs. 5x 150-Rs. 750 

Recovered Overheads=Standard Rate per unit x Actual Output 
=Rs. 5 x 185=Rs. 925. 


x Actual days for the month 


1,890 5 


Standard 

Overheads 


Standard Rate per Standard Output 
unit in actual time 


= Rs. 5x 156=Rs. 780 

Expected Overheads —Standard Rate per unit x Expected output 
=Rs 5 x 180 = Rs. 900 
Budgeted Actual 
Over heads “ Overheads 
=*>Rs. 750—Rs. 1.000-Rs. 250 (Adverse) 

Recovered Budgeted 
Overheads “Overheads 
-Rs. 925-Rs. 750=Rs. 175(F) 

— Recovered Overheads—Actual Overheads 
= Rs. 925-Rs. 1,000=Rs. 75 (A) 

(Otherwise also the total of expenditure Variance and Volume Variance 
•is equal to Overhead Cost variance)— 


(0 Expenditure 
Variance 

07) Volume 
Variance 

(Hi) Cost Variance 


Cost Variance 


(iv) Capacity 
Variance 


—Expenditure Variance*Volume Variance 
= Rs. 250(A)+Rs. 175(F) 

= Rs. 75 (Adverse) 

Standard Budgeted 
Overheads “Overheads 
=Rs. 780—Rs. 750=Rs. 30 (F) 

The variation is on account of difference in number of working 
days and hence in fact a calendar variance. 

(v) Yield Variance —Recovered Overheads—Expected Overheads 
= Rs. 925—Rs. 900-Rs. 25 (Favourable) 

;/v) Efficiency = Expected Overheads—Standard overheads 

Variance 
(revised) 

-Rs.900-Rs.780 = Rs. 120(F) 

The total of capacity, yield and efficiency variances is equal to volume 
variance, thus : 

Volume Capacity Yield Efficiency 

Variance . Variance * Variance"*" Variance (revised) 
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oRs. 30 (F)+Ks. 25 (F)+**- 120 <*> 
=Rs. 175 (Favourable) 

With reference to Standard Time 
The different veriances can be calculated with reference to t.me 


Standard rate per 
day 


Standard days for 
actual output 


Standard days for 
expected output 


-- 

Budgeted Overheads 
= Budgeted uays 
R^000 =Rs jo. 

300 

Rudeeted Days for th e year 
= Budgeted Output tor tnc y 
Rs. 300 

S "T800 




Actual output 
x x for the month 


Recovered 

Overheads 


Budgeted Days for the year Expected output 
Budgeted - Output for the year for the month 

180 = Rs. 30 

1,800 

Standard Rate Standard days 
per day for actual output 


-R,.30x!f5 = Rs.92S 


Budgeted Overhead, * BUd8C " d ^ 

Standard Rate per dayx Actual days 
cRs. 30 x 26—Rs 780 

Standard Rate Standard days 
- per day X for expected output 

mRs. 30 x Rs. 30=900 

viously. 

Illustration 170 


Standard Overheads 

Expected 

Overheads 


ixed at 

: 


iiinsmuuu no 

I„ a factory the standard 

at 1,20,000 units and overhead expenditure 


Rs. 

12.000 

6.000 

1,800 


Fixed 
Variable 

Semi-variable nnn lin :.- 

j • « a nril nf the yearwas d, 0 UU units. 
Actual production during April ol tn y 

Each month has 20 working days. Ma tu,nry h-lidav. 

During the month in question there was one statu y 

The actual overheads amounted to Rs 

1.190 

Fixed overhead ' 4 go 

Variable 93 

* Semi-variable . , 

Find out the expenditure, volume and 


60 per cen* 
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Solution 

(а) Total Overhead Cost Variance 

—Recovered Overheads—Actual Overheads 

>- 8 “ 

—Rs. 1.320-Rs. 1,862 
=Rs. 542 (Adverse) 

(б) Variable Overhead Cost or Expenditure Variance 

=Recovered Overheads—Actual Overheads 
=Rs 448-Rs. 556-80 
—Rs. 108-80 (Adverse) 

Recovered Standard Rate Actual 

Overheads = per unit * Output 

Re. -056x 8,000 units-Rs. 448 
Standard Variable overheads 
• " Standard Output 


Standard Rate 
per unit 


Standard Variable 
Overheads 

Actual Variable 
Overheads for 
the month 


Rs. 6.720 

“T20.000 

“Re. 056 

“Rs. 6.000+40% of Rs. 1.800 
-Rs. 5,720 

-Rs. 480+40% of Rs. 192 
-Rs. 556-80 


(e) Fixed Overhead Cost Variance . , 

—Recovered Overheads-Actual Overheads 
-Rs. 872—Rs. 1,305-20 
-Rs. 433-20 (Adverse) 

Recovered Overheads—Re. -109x 8,000-Rs. 872 


Standard Rate 
per unit 
Budgeted Fixed 
Overheads 


Rs. 13.080 . lftQ 

i.20.bo o~ R 109 

■ Rs. 12.000+60% of Rs. 1,800 

Rs. 13.080 


Actual Fixed 
Overhead for 
the month 

(0 Expenditure 
Variance 


Budgeted 

Overheads 


<10 Volume 
VariJLOce 


-Rs. 1190+60% of Rs. 192 

-Rs. 1.305-20 
Budgeted Actual 
“Overheads - Overheads 

-Rs. 1.090—Rs. 1.305-20 
-Rs. 215 20 (Adverse) 

Budgeted Rate Budgeted 
** per unit x output 

=Re.l09* L^“=Rs. 1.090 

Recovered Budgeted 
“Overheads Overheads 
-Rs. 872—Rs. 1.090 
-Rs. 218 (Adverse) 
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Calendar 

Variance 

possible 

Overheads 


Calendar 

Variance 


Possible Budgeted 
“Overheads Overheads 
Standard Rate Possible 

* per day Days 

Rs. 13.080 xl9 

240 

— Rs. 1035*50 
= R$. 1,035*50 —Rs. 1,090 
= Rs. 54*50 (Adverse) 

SALES VARIANCES* 

s tsjssz SjSjBSrffS .ijsss sffi 

a■•srttSftsSsS rSSsatfSs 

materials, the situation shall be reverse of it). 

lr ™.r rt 11sihU as well as non-controllable factors. Changes in 

^be made 
to check adverse variations due to these lactors. 

There are two methods of calculating fim 

reference to turnover and. (.») with reference to proftts^ The first 
method shows the effect of variances in terms of turnover and 
second shows the effect in terms of profits. 

With reference to turnover 

Before understanding the sales variances with reference to 
turnover, the following terms should be clearly understood 


V f ^ — - -- 

Budgeted 

Standard or budgeted Standard 

•cles~~ 

quantity of sales X selling price 

Actual 

Actual quantity Actual 

sales 

of sales X selling price 

Standard 

Actual quantity Standard 

sales 

of sales X selling price 

Value variance 



The difference between budgeted sales and actual sales results 
in value variance. The formula is : 

Value f Budgeted Actual \ 

Variance \ Sales Sales ) 
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(If actual sales are more, a favourable’variance would be shown 
and vice versa). 

The difference in value would be on account of difference in 
price and volume of sales, which is analysed as under— 

Price variance 


Just as material price variance is calculated, in a similar fashion, 
the sales price variance is known. It is on account of the difference 
in actual selling price and the standard selling price, for actual 
quantity of sales. The formula is : 

Price __ Standard _ Actual 

Variance Sales Sales 

OR Actual qty. sold'/.(Std. price —Actual price) 

Volume variance 


It can be calculated like material usage variance. Budgeted 
sales may be different from the standard sales. In other words, 
budgeted quantity of sales at standard prices may vary from the 
actual quantity of sales at standard prices. Thus, the variance is 
as a result of difference in budgeted and actual quantities of goods 
sold. The formula is— , 

Volume _ Budgeted _ Standard 

Variance Sales Sales 

OR Std. price X (Budgeted qty. —Actual qty). 

If the standard sales are more than the budgeted sales, it would 
cause a favourable variance and vice versa. 

.ne total of price and volume variances would be equal to 
value variance. 

The volume variance can further be classified into (a) Mix 


Variance (6) Quantity Variance. 

(o) Mix variance. When more than one product is manu- 

facturcd and sold, the budgeted sales of diffeient products are in a 

Liven ratio. If the actual quantities sold are not in the same pro¬ 
portion as budgeted, it would cause a mix variance. 

The mix variance can be calculated according to two methods, 
(il Based on quantity. This method is followed in those cases 
where products arc homogenous e g different qualiues of clocks, 
cars of different makes etc. In such a case the formula for calculating 
^les mix variance is on the same pattern as is used in case of 

m * teI 'ifi™variance = St-*. price X{,Rcrifed Std qty—Actual qty.) 

If actual quantity is more than the revised standard quantity it 
will resuh in favourable variance or vice versa. 

_ mnntiiv-Total qty. of actual «nnt standard quantity 

Revised btd. quantity- T . , sld . mix 


(See Illustration 171 on page 593) 

(i,) Based on value This method is followed iri thosei cases 
«kere products are not homogenous eg. products A, B, C may 



593 


STANDARD COSTING • 

represent earrings, watches and shirts respectively. In suca a case 
the actual sales at standard prices ».e. standard sales are to be 
expressed in budgeted ratios so as to calculate revised standard sales 
and then it is compared with the actual sales at standard prices %.e. 
the standard sales. The formula is — 

Mix _ Revised __ Standard 

Variance “ Standard Sales Sales 
Revised Std. Sales = Budgeted ratio of sales xStd. sales 

Budgeted Sales of a product 
Budgeted ratio of sales= Total budgeted sales 

If the standard sales are higher than the revised standard sales, 
it would give a favourable variance and vice versa. However, it may 
be noted that there would be no mix variance for all the products 
taken together. The revised standard sales is only a rc-arrangement 
of standard sales in the budgeted ratio. The rearrangement has 
been done only with a view to find out mix variance regarding each 
product. In any case, the total of the revised standard sales for 
all (he products would be equal to the total standard sales. 

(See Illustration 172 on page 594) 

Note The students are advised to state their assumptions 
clearly. Method (it) is more rational. 

(b) Quantity variance. It is the difference between budgeted 
sales and the revised standard sales. The formula is— 

Quantity Budgeted ^Revised Standard 
Variance ~ Sales Sales 

If the revised standard sales exceed budgeted sales, a favour¬ 
able variance would result and vice versa. The total of mix variance 
and quantity variance is equal to volume variance. 

The following illustrations would bring a clear understanding 
of the different variances. 

Illustration 171 


From the following details, calculate sales variances presum¬ 
ing that products are homogenous. 



Budnt 

Actual 

Product 

Quantity 

units 

EJB3S 

Sales 

Quantity 

units 

Selling 

price 

Sales 



mm 

Rs. 

Rs. 

Rs. 

Rs. 

A 


12 


IPI53 

11 

99.000 

B 

O 

9 


6.000 

10 

60.000 


20,000 


2,04.000 



1,59,000 
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Solution 

Sales Value 
Variance 


Sales Price 
Variance 
A 
B 


Sales Volume 
Variance 
A 
B 


Budgeted __ Actual 
= Sales Sales 
= Rs. 2,04,000 —Rs. 1.59.000 
= Rs. 45.0C0 (Adverse) 

_ Actual x / Sld price-.Actual Price ^ 

Qty- V * ' 

=9.000x(l2-ll)= Rs. 9.000 (Adverse) 

=6.000 X ( 9 -10) = Rs. 6,000 (Favourable) 

Total Rs- 3.000 (Adverse) 


Std. ( Budgeted Actual •» 


” Price *V. Qty- 

" Qty. ) 

(F) 

— 12x ( 8,000 -9,000) - 

Rs. 

12.000 

- 9x (12.000 -6,000) - 

Rs. 

54.000 

(A) 

Total 

Rs. 

42.000 

(A) 


Sales Value 
Variance 


Sales Mix 
Variance 

A 


B 


Verification 

Sales Price Sales Volume 
“ Variance + Variance 
-Rs 3.000 (A)+Rs. 42.000 (A) 

-Rs. 45,000 (Adverse) 

std. ( Revised Std. Actual \ 

“ Price X ( Q«y- " <*»• * 

-^ X (ot- X,5 ' 0C °- 9 - 000 ) 

= 12x (6.000-9.000) - R»- 36 »°°° 

“ 9 x (to^o Xl5,000_6 ' 000 ) 

-9 x (9.000-6.000) - ^ 27 -°°° 

Total Rs- 9.000 


(F> 

(A) 

-F) 


Sales Quantity Budgeted _ Revised Std. 
Variance “ Sales Sa ,es 

A =RJ. 96.000—Rs. 72.000 = 

B =Rs. 1,08.000—Rs. 81.000 =■ 

Total 


Rs. 24.000 
Rs. 27,000_ 

Rs. 51.000 


(M 

(A) 

(A) 


Verification 

Sales Volume Sales Mix Sales Quantity 
Variance 5=3 Variance Variance 

=Rs. 9.000 (F)+Rs- 51.000 (A) 

= Rs. 42,000 (Adverse) 

Illustration 172 

The budgeted and actual figures for the month of January 
respect’,of sales are given below 7 - 
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Product 

Budget 


Actual 


Quantity 

Price 

Value 

Quantity 

Price 

Value 

A 

B 

600 

1,000 

Rs. 

10 

4 

r 

6.000 

4.000 

Rs. 

600 

800 

Rs. 

8 

5 

RS. 

4,800 

4.000 




10.000 



8,800 

Galt 

:ulate the 

Sales Variances, presuming that the products 


are not homogenous. 

Solution 



Standard Sales 1 | 

Revised Stai 

idard Sales* 

Pro duct 


Price 

Value 

Ratio % 

Value 

A 



MB 


Rs. 

5,520 

B 

■ 


ta 

Ra 

3.680 




9.200 

1 

9,200 


Working Notes 


■ Standard sales represent the product of actual quantities .old ~ he 

standard selling prices. . . - 

• Revised Standard Sales : Standard sales have been put in the .o of 
•Budgeted Sales. p. 


A x 100-60% 60% of 9.200 


5,520 


B x 100-10% 40% of 9,200 


3.680 


VARIANCES 




(Q Value Variance =»Budgeted Sales—Actual Sales 


Rs. 


Rs. Rs. 



A 6.000-4.800 

cs 

:,2oo 

(A) 

J 4,000-4 TOO 

=* 

Nil 



Rs. 

1.200 

(A) 

(it) Price Variance ^Standard Sales—Actual Sales 






Rs. 


A 6.000- 4,800 

a 

1,200 

(A) 

B v 3.200-4.000 

a 

800 

(P) 


Rs. 

400 

(A) 
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{Uf) Volume Variance—Budgeted Sales—Standard Sales 

Rs. 

A 6,000- 6.000 - 

B 4,000-3.200 = 

R». 


Rs. 

Nil 

800 


800 


(/v) Quantity Variance—Budgeted Soles—Revised Standard Sales 
A 6,000-5.520 = 480 


B 


(v) Mix Verlar, 

A 

B 


4,000-3.680 = 

Rs. 


320 


(A) 

(A) 


(A) 

(A) 


800 (A) 


-■Revised Standard Sales—Standard Sales 

Rs. 

5.520-6,000 - 

3.680-3.200 


Rs. 

480 

480 

Nil 


(F) 

(A) 


Volume Variance 
Value Variance 


Verification 

- Quantity+Mix—Rs. 800 (A)+Nil 
— Rs. 800 (Adverse) 

—Price4-Volume=Rs. 400 (A)+Rs. 800 (A) 
-Rs. 1.200(A) 

With roforonco to profit 1 

Understanding of the following terms is required for compu¬ 
tation of sales variances with reference to profit : 

Budgeted Budgeted or Standard Standard Profit 

_ . ■ . n « X n 


Profit 
Actual 
Profit 
Standard 
Profit ' 
Revised Standard 
Profit 


Quantity Saleo 
Actual Quanitty 
oj Sales 

Actual Quantity 
of Sales * 
Revised Standard 


Per unit 
Actual Profit 
Per unit 
Standard Profit 
Per unit 
Standard Rate 
of Profit 


Sales • 

Standard Rale Standard Profit per unit^ 
of Profit Standard Price per unit 

•Calculated as explained'on page 592 

Value variance 

It represents the difference between budgeted profit and actual 
profi . The formula= <|e<| 4ctuaI v 

Variance ~\ Profit ~ Profit ) 

The value variance may further be analysed as : W Price 
Variance and (»») Volume variance. 

Price Variance. It shall be equal to the price variance cal¬ 
culated with reference to turnover. I-t represents the difference of 
standard and actual profit on actual volume of sales, thus . 


1. Also termeu 


M -« Margin vnriartces. 
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Price Standard Profit _ Profit 

be the amount of volume variance thus . 

Volume Variance = Budgeted Profit-Standard Prof a 

OR Sid. rate of profit X (Budgeted m-Actual qty ) 

If the standaro p.ofit is more than the budgeted profit. U would 
cause a favourable variance and tne« versa. 

The volume variance can be divided into 

(a) Mix Variance. When more than one product is manu¬ 
factured and sold, the difference in profitt cm> 
variation of actual mix and budgeted mix of sales I he omere 
between standard profit and revised standard profit, therefore, is 
mix variance. The formula can be expressed thus . 

Mix _ Revised Standard _Standard 
■ Variance - Profit Profit 

U the standard profit is greater than the revised standard pro- 
fit it shall give a favourable variance and vxte versa. 

th) 'Quantxti) Variance. It results from the variation in profit 
because of dXence in actual quantities .^ ^ the budge ^ 
quantities both taken in the same ratio. Fot it. the actual^ant,ties 
are to be revised in the ratio of standard mixture. The formula is • 
Quantity Budgeted _ Revised 

Variance ~~ Profit Standard Profit 
In case the revised standard profit is more than the budgeted 
profit, it shall be a favourable variance and vice versa. 

The following illustration would bring a clear understanding 
of the different variances. 


illustration 173 

From the following particulars, calculate sales variances based 


on profit : 


-a 

Product 

Budgeted Sales 

A 

kCtual Sales 


Quantity 

Price 1 

Value 

Quantity 

Price 

Value 

— n . 1 

A 

B 

C 


a 




Ri. 

450 

750 

600 

Total 



2.000 


1 _ 

1.800 
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Budgeted com and Actual cotta were : 
A 
B 
C 


Solution 


STATEMENT OF SALES 


Revised Standard-Sales 


Ratio % 



Standard Sales 


Quantity Price Value 


ISO 


1,710 


STATEMENT OF PROFIT 


Value 


684 

769-50 

256-59 


1,710-00 


Product 

1 



Actual 

Standard 


Profit 

Profit per 

Profit 


Unit 


4 

5 

6 

(2x3) 


(3x5) 

Rs. 

Rs. 

Rs. 

75 

1-50 

225 

125 

0-50 

125 

300 

0-10 

60 


Standard 

Quantity 





STATEMENT OF REVISED STANDARD PROFIT 


Product 

1 



Standard Rate 
of Profit* 

2 


Rs. 1 50/Rs. 4 
Rs. 0-50/3 
Rs. 010/0 60 


Reviled Standard 
Sales 
3 


648 
769 50 
256 50 



Total 


_ . _ - _ - Standard Profit per Unit 

•Standard Rate of Profit - cT — A — f i --r 


Revised Standard 
Profit 

4 

(2x3) 

Rs. 


256-50 

128-25 

42-75 


Rs. 427- 
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(0 Value Variance—Budgeted Profit-Actual Profit 

' n - Da 
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A 

B 

C 


Rs. R* 

300 -75 « 

150-175 
50- 300 



(in Price Variance=Std. Profit-Actual Profit 

(,/) trice v Standari Profit on-Actual Profit on 

Actual Quantity Actual Quantity 

Rs. R* 

V 225- 75 

B ™' X25 

c 60-300 


Rs. 

150 


(A) 


- 240 


Rs. 


_(F> 

90 (F) 


(W) Volume Variance -Budgeted Profit-Std. Profit ^ 

300—225 — 75 (A) 

£ 60- JO Jf_ (F) 

Rs. 90 JA) 

The «0U. of Price U d Volume Variance. .» '**»***' 

,/v) Mix Variance—Revised Standard Profit—Standard Profit 
' n _ Be *' 5> 


-4 

C 


Rs. Rs- 
256-50-225 
128 25-125 
42. 75- 60 


Rs. 

31-50 (A) 
3 25 (A) 
17/25 ( F) 

17-50 (A) 


(v) Quantity Variance -Budgeted Profit-Revised Standard Profit 


A 

B 

C 


Rs. Rs. 
300-256 50 — 

150-128-25 
50- 42*75 


Rs 
43-50 (A) 
2175 (A) 
7-25 (A) 

"7250 (A) 


The total of mix and quantity variances equals volume variance. 

Note In case it is presumed that products are homogenous 

rs r s 

calculated. 
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CONTROL OF VARIANCES 

After the variances have been analysed, the management shall be 
reported as to the extent of favourable and unfavourable variances 
due to various causes. Cost reports presented to management would 
clearly indicate where the scope for action lies. The causes of 
variances shall also be disclosed in the reports to management. 
Management would lake corrective action so as to control the adverse 
variances. Responsibility shall be assigned to persons concerned 
in case of adverse variances resulting because of factors which were 
within the control of business. T|ie factors like changes in market 
conditions, demand and supply position etc. are beyond the reach 
of management and hence responsibility cannot be placed for such 
uncontrollable factors. The management would try its level best to 
bring down the actual costs to the level of standard cost and will 
apply a system of strict inspection and supervision for effecting cost 
control. 

In case of controllable factors, the responsibility can be 
assigned, as shown on page 596 to the different departments for 
different reasons of variances. 

In order to keep the variances at the minimum it is necessary 
to fix the standards carefully and after scrutinising all aspects of the 
problem thoroughly. Standards should be realiable, should make 
due allowance for incidental expenses, change in market situations, 
possible losses, wastages, scrap, or spoilage in materials, labour 
and other expenses or due to changes in managerial policy etc. As 
far as possible, corrective action should be taken promptly and 
immediately, whenever, during the period any variation is located. 
The trend in prices and changes in production should be duly 
accounted for. Moreover, as pointed out earlier, standards might 
have to be revised from time to time in view of the altered circum¬ 
stances. 

Variance analysis, in itself, would not help in achieving the 
desired objective of minimising costs unless managerial action is 
prompt and in the right direction. The direction of course, shall 
be indicated by the analysis of variances but it is the executive side 
which would be responsible for taking immediate action, exercising 
proper control, having a close watch over operations etc., so that 
economies may be effected, inefficiencies minimised and performance 
improved. A continuous and rigorous effort in the direction of 
cost control would help the management to have the goal of 
standard costing achieved. 
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Variances 


The Department to be held respoosWc 


Materials 

Price 

Quantity or Grade 
Waste, scrap ur spoilage 
Wages 

Rato-for difference in rates 

For work requiring higher rates 
of pay 

Time—lack of proper supervision 

Overheads 

Volume 

Efficiency 

Expenditure : 

Higher rates of indirect workers 

Higher prices of indirect materials 

Higher consumption of indirect 
materials 

Excessive expenditure in factory 

Excessive expenditure for selling and 
distribution . 

Sales 

Price and volume 


Purchasing Department 
Stores, Purchase or Process as the ceae 
may be 

Production Department (for Uck of 
proper supervision) 

Personnel Department 
| Production Department 

Production Department 

Sales Department 
Production Department 

Personnel Department 
Purchasing Department 
Production Department 

Production Department 
Selling Department 


Selling Department 


Variance reporting to management 

The deviations along with their causes should be reported to 
the management regularly and at the opportune time so that correc¬ 
tive action may be taken immediately. The person or department 
may be held responsible for any adverse variations after duly account¬ 
ing for it. The information as to the profit earned by the business 
is presented through a simple Profit and Loss Account where a 
system of historical costing is prevalent. It’s proforma is as under : 

TRADING AND PROFIT AND LOSS ACCOUNT 

For the year ending . . 


To Direct Materials 
„ Direct Labour 
„ Variable Expenses 
„ Fixed Expenses 
,, Net profit 


By Sales 


••• 
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But when a system of Standard Costing is in operation, the- 
information about the standards, the actuals and the variance* 
alongwith their causes should be depicted through a statement, so. 
that the management may be able to take quick action in respect of 
any inefficiencies thus revealed. The statement draws a reconciliation 
between the standard profit and the actual profit. The proforma. • 
foe the statement may be as under : 



PROFIT AND LOSS STATEMENT 
For the year ending. 

Budgeted Sales 

Sales Variance : Price . 

Volume .. 

Actual Sales 

Less : Standard Cost of Sales : 

Material . 

Labour . 

Variable Overhead . 

Fixed overhead . 

Standard Net Pro6t 
Cost Variances: 

Material: Price . 

Usage . 

Labour : Rate . 

Efficiency . 

Variable Overheads . 

Fixed Overheads : 

Expenditure . 

Volume : Efficiency . 

Capacity . 


Actual Net Pro6t 


After the statement, in the report to be submitted to the 
management, certain notes may be appended to explain the causes 
for the variances. Particularly, since the rule of management by 
exception is followed, greater attention is drawn in the report to¬ 
wards the adverse variances x.t. the reasons for the failures or poor 
performance are highlighted in particular, alongwith the comments 
on overall performance in general. 

ACCOUNTING PROCEDURE 

'A variety of methods of accounting for standard costs are m use' 
at the present time. The methods differ from each other on 
account or the stage at which the variances are incorporated. * 
are giving hereunder the simplest procedure to be adopted by a 
concern maintaining a separate set of books for cost records. The 
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prices throughout. 

Direct materials 

(а) On making purchases : 

(i) Debit Stores Ledger Control Account w.th the stan 

dard cost of materials received , . t 

(iii) cTed* General Ledger Adjustment Account with the 
balancing amount (,.«■ actual cost). 

(б) On issue of materials to production : ith 

(i) Debit Work-in-progres, Ledger Co-ttol Account w.th 
the standard price of mater.als .ssued . 

(«) Credit Stores Ledger Control Account w.th the 
dard price of material issued. 

(c) In order to recover material usage variance. 

« !£&'»£>'!££ W. 

(«) Corresponding Credit or Debit «o Work-in-progres, 
Ledger Control Account. 

Direct labour 

(а) On payment of direct wages '• 

(i) Debit Wages Control Account with the standar 

(») Z W or Credit the Direct Wages *«* 

Account, depending upon whether it is 
favourable variance ; 

(Hi) Credit General Ledger control Account with the actual 
amount of wages paid. 

(б) On charging of direct labour to Production : 

(») Debit W.I.P. Led. Control a/c with the standard cost 
of direct labour used : 

(is) Credit Wages Control with the standard cost or direct 
labour used. 

(c> In order to record labour efficiency variance : 

(i) Debit or Credit Labour Efficiency .Variance Account 
depending upon whether it is adverse or favourable . 

(iil Give corresponding Credit or Debit to Work-.n-pro- 
gress Ledger Control Account. 
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Overheads —variable 

(а) On accrual of overheads : 

(i) Debit Overhead Control Account with the standard cost: 

(ii) Credit General Ledger Adjustment Account with actual 
cost ; 

(in) Debit or Credit Expenditure Variance Account depend¬ 
ing upon whether it is adverse or favourable ; 

(б) Overheads should be charged to W.I.P. Led control a/c or 
Finished Goods Ledger Control a/c or Cost of Sales a/c at standard 
rates for the output achieved or sales depending upon whether they 
are Factory, Office or Selling & Distribution Overheads and corres¬ 
ponding credit should be given to the relevant overhead account. 

(c) In order to record efficiency variance. 

(») Debit or Crtdit Efficiency Variance Account depend¬ 
ing upon whether it is adverse or favourable ; 

(ii) Give corresponding Credit or Debit to Work-in-pro- 

t ress Finished Goods Ledger Control Account or Cost 
ales Account. 

Overheads—fixed 


(a) On accrual of overheads : 

(i) Debit Overheads Control Account with standard cost ; 

(ii) Credit General Ledger, Control Account with actual 
cost ; 


(«») Debit (or Credit) Expenditure Variance Account. 


(b) For recovery of overheads same entry as in case ol variable 
•overheads will be passed. 

(c) In order to record efficiency and capacity variances 

(%) Debit (or Credit) Efficiency/Capacity Variance Ac¬ 
count ; 

(ii) Give corresponding Credit or Debit to Work-in-pro¬ 
gress Finished goods Ledger Control Account. 

It is to be noted that sales variances are reported to the 
management but they are not included in the cost of sales. 

Work In progress ledger control account 


The finished goods are transferred at standard cost (ve. actual 
units produced X standard cost) from this account to Finished Goods 
Ledger Control Account. The balance in this account represents 
closing stock of semi finished goods at standard cost. 


Finished goods ledger control account. 

The cost of finished good, sold is transferred from this account 
to the cost of sales account. The balance m this account represents 
the finished goods in stock at standard cost. 
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Disposal of the variance accounts. 

The different variances accounts can be disposed of by any of 
the following three methods : 

(») Transfer to costing profit and loss account. In case 
of this method the stock of work-in-progress, finished goods and cost 
of sales all are maintained at standard costs, as explained above. 
The variances are all charged to costing profit and loss account, at 
the end of the iccounting period. The method ensures conservative 
inventory valuation since extraneous reasons are not allowed to 
affect these valuations. It also highlights different variance separately 
so as to attract the attention of the management. 

(ii) Transfer to reserve account. In case of this method 
the variances are carried forward to the next financial year as de¬ 
ferred credits or charges. The mehod is used in case of those 
variances which are due to seasonal or cyclical factors. 

(it) Allocation of variances to finished stock, work-in- 
progress and cost of sales account. In case of this method the 
variances are distributed over stocks of finished goods, work-in- 
progress and cost of sales account in proportion to the closing 
balances (value) of each account, depending upon the type of 
variance. For example Factory Overhead Variance may be charged 
to all these accounts while office overhead variance may be charged 
only to the finished goods account and cost of sales account. 

This method has the advantage of recording actual cost in 
financial statements. In the balance sheet the adjustment may be 
shown separately if so desired. 

Sometimes the variances are partly transferred to costing profit 
and loss account and partly allocated depending upon whether they 
are due to normal or abnormal reasons. 

Illustration 174 

A company specialises in producing three products A , B and C 
A comparison of the actual cost with the standards for the month 
of March 1978 disclosed the following variances. 

Products No. of units Standard Actual Variance 
produced Rs. Rs. R*. 

A 30.000 Nos. 60.000 75.000 15,000 (adverse) 

B (Material Cost) 20,000 Kgs. 20.000 30.000 10,000 (adverse) 

C 10,000 Units 30,000 35,000 5,000 (adverse) 

On-an investigation of the causes of variances it was found : 

In ihe case of A : 

The variance was due to the causes of unavoidable but con¬ 
sidered normal. 20,000 units had already been sold and 10,000 units 
were in stock. 

In the case of B : 

The variance was due to seasonal market fluctuation and this 

will automatically adjust itself in the production account for the 

vear as a wh-'le for which the standard was fixed. 

* 
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In the case of C 

The variance was abnormal due to the local fabrication of an 
Important component which was not available in the market. 

Indicate (by journal entries) the disposal of these variances. 

Solution 

Product A : 

The following journal entries may be parsed 
Finished Stock Ledger Control Account Dr. Rs. 5,000 
Cost of Sales Account Dr. Rs. 10,000 

To Material Cost Variance Account Rs. 15,000 

The variance is normal and hence the amount of variance has 
been apportioned among the stock of finished goods a/c and cost of 
sales a/c in the ratio of 1 :2 
Product B : 

No adjustment is required since it is believed that there will 
be automatic correction on account of seasonal factors. 

Product C : 

The following entry may be passed 

Costing Profit and Loss Account Dr. 5,000 

To Material cost Variance Account 5,000 

It has been stated in the question that the variancies is due to 
the fabrication of an important imported compo. et. If the situation 
is purely temporary, the above entry is alright. However, if it is 
going to continue for some time it would be appropriate to pass the 
same entry as in case of product A, given above. 

QUESTIONS 

THEORITICAL 

1. An industrial concern has a costing system based on historical costs. 
Draw a report making out a case for introduction of standard cost system. 

2. (a) What is standard costing ? Point the distinction between standard 
cost and other cost systems. 

(b) Explain the meaning of “Variance Analysis** and describe its signi¬ 
ficance. (B. Com. Delhi, 1976) 

3. What advantage* are likely to be obtained from the use in appro¬ 
priate circumstances, of Standard Costing as compared with other methods of 
coating? 

4. (a) Distinguish between budgetary control and Standard costing ? 

(b) How does standard costing differ from estimated costing ? 

5. Distinguish briefly between standard costs and budgets. Can budge¬ 
tary control operate without standard costs ? ( C.A. Inter May 73) 

6. Describe the procedure of estimating Standard costs within the 
divisions of Material, Labour and Overhead Costs. 

7. What is the usual method of estimating standards for the various 
typca of costs ? How are such standards used and revised over a period of, say 
five years. 

S. Explain the method of calculating the following variances : 
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« -rsi fisstt vs» sasssasitt 

(/) Overhead spending variance. 

9 - 'jal'Budgeury'comrol and Standard Costing 

$ Sa^Sundt.dlnSncM^odard. (CM. Fin" May. ,97,) 

different ^yp^^^ ) a bo Ur variances with^maginaryf^guttS^Your^sumption 

Swtke'^nd SSdS 1 ' TheVandard a 8 nd ac.ua! da.a should ha different 

in respect of «ch factor overheads were different from the sjandard 

n i !f a he a r.S«' .he a -t“l output. ac.ual ..me consumed, ac.ual rale 
per "hour 'and'per^umfol output differed. P Compu.e .he variances taking assumed 

6gUteS ' 13 A manufac.uting concern which has adop.ed s.andard coe.in* 
furnishes the following information : 

Stan Ml?cra.U for 70 kg. of Finished Products 
Price of materials 
Actual: 

Output 

Materials used 
Cost of materials 

(fl)*Ma.erial usage variance; (6) Ma.erial price variance; ^ Material 

COS ' Var ,A£T: «.) Rs. 20.000 (F); (tt Rs. 28.000 (F) ; (e) Rs. 48.000 (F)] 

ta From the data given below, calculate the material price .variance 
the. ma’.erial usTgfvanaoc 8 :. materia, mixture variance and mater,., yield 

Consumption per 100 units of product 

Raw Material ^ ^ @ S ^ d pcr unit 5 0 units @ Rs. 50 per unit 

B 60 units @ Rs. 40 per unit 60 units @ Rs. 45per uiul 

i An c price Variance R$. J00 (Adverse) : Usage Variance Rs. 500 
tA S ‘ (Adverse): Mix Variance Rs. 60 (Adve.se) : Yield variance 
Rs. 440 (Adverse) Material Cost Variance Rs. 800 (Adverse). 

15. From the following information, compute (a) Mix (6) Pnce and 


100 kgs. 

Re. 1 per kg. 

2,10,000 kgs. 
2,80.000 kgs. 

Rs. 2.52.000 



Standard 

* Actual 


Quantity 

(Kilos) 

Unit 

Price 

Total 

Quantity 

(Kilos) 

Unit 

Price 

Total 

Material A 
Material B 
Material C 

10 

20 

20 

Rs. 

200 

300 

6-00 

'ifiFi g 1 iM’l 
rKii 1 iP 

5 

10 

15 

■El 

mm 

WSSSMSI 

Tota« 

1 ^ 

440 

1 _ 

20000 

30 ! 500 

_i_ 

150*00 
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[Ana. (0 Pnce Variance Rs. 20 (Adverse) ; (0) Usage Variance Rs. 70 

(Favourable) ; (/£/) Mix Variance Ra. 10 (Adverse): (iv) Material 
Cost Variance Rs 50 (Favourable); (v) RevUed Usage variance 
(after segregating Mix Variance) Rs. 80 ^Favourable). 

16. Presuming in Question 15 standard output as 4 units and actual 
output as 2 units, calculate the different material Variances. 

fAns. Cost Variance Rs. 50 (A). Usage Rs. 30 (A) Price Rs. 20 (A). 
Mix Rs. 10 (A), Yield Rs. 20 (A). 

17. The standard material cost for 100 kg. of chemical D is made up of - 
Chemical ,4—30 kgs- @ Rs. 4 00 per kg. 

Chemical 8—40 kgs. Ql Rs. 5 00 per kg. and 
Chemical C—80 kgs. (£ Rs. 6 00 per kg. 

In a batch, 500 kgs. of chemical D were produced from a mix of— 
Chemical A -140 kgs. at a cost of Rs. 588 
Chemical 8-220 kgs. at a cost of Rs. 1,056 
Chemical C-440 kgs. at a cost of Rs. 2,860 
How do the yield, mix and the price factors contribute to the variances in 
the actual cost per 100 kgs. of chemical D over the standard cost ? 

(Ans. Material Cost Variance Rs. 10080 (Adverse): Price Variance 
Rs. 40 80 (Adverse); Usage Vaiiance Rs. 60 (Adverse): Mix 
Variance Rs. 6 67 (Adverse); Yield Variance Rs. 53 33 (Adverse).) 

18. In a factory section there are 80 workers and the average rate of 
wages per worker is Rs. 0*50 per hour. Standard working hours per week are 
45 and the standard performance is 6 units per hour. 

_ _ During lhc , fo yi w ceks in February, wages paid for 40 workers was 

Re. 0-50 per hour, for 15 workers Re. 0 60 per hour, and 25 workers Re. 0 40 
per hour. The Section did not work for 4 hours due to break-down of machinery. 
Work out the labour rate variance for the section for the 4 weeks. 

(Ans. Labour Rate Variance-Rs. 180 (F)) 

(Hlot: Standard wages Rs. 7,200 ; Actual wages Rs. 7,020 : No note is 
to be taken of idle time). 

19. The following information is gathered from the labour records of 
Ramkishan & Co. 

Payroll allocation for direct labour Rs. 20,000. 

Time card analysis shows that 9,000 hours were worked on production 

lines. 

Production reports for the period showed that 4,000 units have been 
completed, each having standard labour time of 1} hours and a standard labour 
rate of Rs. 2 per hour. 

Calculate the labour variances. 

(Ans. Rate Variance Rs. 2,000 (Adverse) : Efficiency Variance Rs. 6,000 
(Adverse); Cost Variance Rs. 8,000 (Adverse).) 


20. The details regarding the composition and the weekly wage rates of 
labour force engaged on a job scheduled to be completed in 30 weeks are as 
follows: _ 


Category of workers 

Standard 

Actual • 

No. of 
labourers 

Weekly 
wage rate 
per labourer 

No. of 
labourers 

Weekly 
wage rate 
per labourer 

Skilled 

75 

60 

70 

70 

Semi-skilled 

45 

40 

30 

50 

Unskilled 

60 

30 

80 

20 
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is actually completed in 32 weeks. Calculate tbe various 

(8. Com. Delhi) 

Rs 13.000 (A) ; Labour Rate Variance 
Labour Efficiency Variance Rs. 6.600 (A). 


The work 
labour variances. 

[Ans. Labour Cost Variance 
Rs. 6.400 (A) 


Labour Mix Variance. Rs. 9 ,600 (F); Revised Labour Effici¬ 
ency Variance Rs 16.200 (A)J 
21. From the data given below, calculate each of the three wage* 
variances for the two departments : 


Actual gross wages (direct) 
Standard hours produced 
Standard rate per hour 
Actual hours worked 


(Ans. 


Deptt. A 
Rs. 2,000 
8.000 
30 paise 
8,200 


Deptt. B 
Rs. 1,800 
6.000 
35 paise 
5.800 

( l.C.W.A Inter) 
Rate Variance- 


Cost Variances Rs. 4C0 (F|. B Rs. 300 (F) 

A Rs. 460 (F), B Rs. 230 (F). Efficiency Variance-,4 Rs. 60 (A) 
B Rs. 70(F)] 

22 . From the following data, calculate Fixed Overhead Expenditure 
and Volume variances : 

Fixed overhead budget for November Rs. 

Budgeted production for the month 
Actual production for the month 
Actual fixed overhead incurred Rs. 

(Ans. Expenditure Variances Rs. 20,000 (Adverse), 


1 , 00,000 
50,000 units 
54.000 units 
1 . 20,000 

Volume Variance 


23. 


— Rs. 8,000 (Favourable), Total Variance-Rs. 12,000 (Adverse).) 
Calculate fixed overhead variances from the following information_ 


Fixed overheads for June 
Production in Juoe (Units) 
Standard Time for 1 unit 
Actual hours worked 
(Ans. 


Budget 
Rs. 5.000 
1,000 
10 hours 


Actual 
Rs. 6,000 
1,050 


11.000 hours 


24.' 


Fixed Overhead Cost Variance Rs. 750 (Adverse), Expenditure 
Variance Rs. 1.C00 (Adverse); Volume Variance Rs 250 
(Favourable) ; Capacity variance Rs. 500 (Favourable); Effici¬ 
ency Variance Rs. 250 (Adverse) 

The following 6gures are extracted from tbe books of a company : 

Budget Actual 


6.500 

3,300 

1,250 

6,630 

27 


Output (in units) 6.000 

Hours 3,000 

Overhead Cost-Fixed 1,200 

Variable 6,000 

Number of days 25 

Compute and analyse the overhead variances. 

[l.C.W.A. Inter Dec. 1977) 
(Ans. Variable overhead cost variance Rs. 150 tA); Fixed overhead 
Cost Variance R«. 50 (F): Fixed overhead Budget Variance 
Rs. 50 (A) : Fixed overhead Volume Variance Rs. 100 (F) • Fixed 
Overhead Efficiency Variance Rs. 4 (Favourable! Fixed overhead 
capacity Variance. Rs. 96 (F) ; Fixed overhead Calendar Variance 
Rs. 96 (F); Revised capacity variance zero). r,ancc 


25.* A company’s 


annual expenditure budget 
was 


for 


1977 was se f at 

Rs. 4,80.000. Monthly budget accordingly was taken at Rs. 40 000. Standard 
output for the year, on a 300 working dav basis was 3,00,000 units and on this 
basis stand ard overhead recovery rate was fixed. * 
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In February, 1977 there were 24 working days (28 days leas 4 Sundays). 
During this month production achieved was 23,000 units. 

Actual expenses in February 1977, totalled to Rs. 41,000. 

Calculate total overhead variance, budget efficiency, volume and calendar 

” rianC ' S - [l.C.W.A. Inter New Scheme Dec. 1977] 

[Ans. Total overhead Variance Rs. 4.200 tA); Budget Variance 
Rs. 1,000 (A); Volume Variance Rs. 3.200 (A) ; Efficiency \ anancc 
Rs. 1,600 (A) ; Calendar Variance Rs. 1,600 (A)]. 

26. ® The budgeted actual sales of a concern manufacturing and marketing 
a single product are turnished below : 

Budgeted Sales 10.000 units at Rs. 4 per unit. 

Actual Sales 5,000 units at Rs. 3- 5 per unit 

8,000 units at Rs. 4 per unit 
Calculate : (a) Sales Price Variance, and 

(6) Sates Volume Variance. [C . A . inter) 

(Ads. (a) Rs. 2.500(A); ( b ) Rs. 12.000 (F), Total Rs. 9,500 (F)] 

27. * Pioneer Plastics Limited operates a Budgetary Control and Standard 
Costing System. From the following data, calculate - 

(/) Sales value variance ; 

(//) Sales volume variance ; and 
(///) Sales price variance. 


Product 


Std. cost of 
sales per unit 



Std. selling price Budget „ .* ctua i s m 

per unit Units to Sales Units Safe® 
be sold Value sold Value 

Rs. _Rs._R^_ 

100 U00 1.100 

50 600 50 600 

100 900 200 1.700 

•7S 450 50 300 


(C.A. Final ) 

"(Ans. (0 Rs. 550 (F); (i ii, Rs. 750 (F); (JU) Rs. 200(A)] 

28.* From the following particulars try to draw a reconciliation between 
actual and the standard profit explaining the variances duo to the various 
cause*. 


Units 

Net Price per unit 
Material per unit 
Rate of Material per lb. 

Labour hours per unit 
Rate per Labour hour 
Variable overhead per labour hour 
Fixed overhead per unit 
(Ans. Material Price Variance 
Material Usage Variance 
Material Cost Variance 
Labour Rate Variance 
Labour Time Variance 
Labour Cost Variance 
Variable Overhead Variance 
Fixed Overhead Expenditure 


Standard 

Actual 


40.000 

35,000 

Rs. 

20 00 

2100 

lbs. 

400 

400 

Rs. 

200 

225 

hrs. 

5 50 

450 

Rs. 

0-50- 

060 

Rs. 

080 

100 

Rs. 

1 00 

1-20 

-Rs. 

-Rs. 

35.000 (A) 
Nil 


-Rs. 

35,000 (A) 


-Rs. 

15,750 (A) 


-Rs. 

17,500 (F) 


-Rs. 

1,750 (F) 


—Rs. 

3,500 (A) 


Variance —Rs. 2,000 
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Fixed Overhead Volume Variance -Rs. 5.000 (A) 

Fixed Overhead Cost Variance =Rs- AJJJ*; W 

Sales Value Variance -Rs- **•'**> Yk* 

Sales Price Variance “Rs- 35.000 <F) 

Sales Volume Variance oRs - 1.00.000 

29. # From the following particulars, calculate sales variances based on 
turnover and profit— 


Budgeted Sales 


Actual Sales 


Product 


Quantity 



Value Quantity Price Value 



Rs. 

2.40C 

6.000 


8.40C 


Budgeted and actual Costs were : 


[Ans. With reference to turnover : 

Value Variance : A Rs. 600 (A) ; B Rs. 2.000 (F)-Rs. 1,400 (F) 
Price Variance : A Rs. 1.200 (A) ; B Rs. 2,250 (F)-Rs. 1.050 (F) 
Volume Variance : A Rs. 600 (F) ; B Rs. 250 (A)-3X> (F) 

S jantity Variance : A Rs. 150 (F) ;B Rs. 200 (F)»Rs. 350 (F) ; 
ix Variance: A Rs. 450 (F); B-Rs. 450 (A)-Nil 
With reference to profit: 

Volume Variance : ^=»Rs 900 (A) ; B—Rs. 2,200 (F) 

Total Rs. 1,300 (F); 

Price Variance : A Rs. 1,200 (A) ; B Rs. 2,250 (F) 

Total Rs. 1,050 (F); 

Volume variance : A Rs. 300 (F); B Rs. 50 (A) ; Total Rs. 250 (F); 
Mix Variance ; A Rs. 225 (F) ; B Rs. 90 (A) ; Total Rs. 135 (F); 
Quantity Variance : A Rs. 75 (F); B Rs. 40 (F); Total Rs. 115 (F)J 
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Marginal Costing 
and Break-even Analysis 



MARGINAL COSTING 

W E have discussed in a previous chapter that overheads can be 
analysed as (i) Fixed and (%») Variable Overheads. Fixed- 
Overheads remain fixed per unit of* time, while variable overheads 
remain constant per unit of output. Thus fixed overheads do not 
increase or decrease in proportion to increase or decrease in pro¬ 
duction while variable overheads have this tendency. On account 
of this reason some people consider it unsound to apportion fixed 
costs to production. They are of the opinion that the fixed over¬ 
heads should not be allocated to each individual department but 
should be charged against the total fund arising out of excess of 
selling price over total variable costs. Marginal costing is the 
technique which deals with this concept. It is not as a matter of 
facts/stem of cost finding such as job, process or operating costing 
but is a special technique concerned particularly with the effect of 
fixed overheads on the running of the business. 

The Institute of Cost and Management Accountants England 
defines the term marginal cost as "the amount at any given volume 
of output by which aggregate costs are changed if the volume of 
output is increased or decreased by one unit. 

Analysing this definition, we find that with the increase of 
one unit of production—may be single article or batch of articles, the 
total cost of production is increased and this increase in total cost 

of production from the existing level to the new level is known as 

marginal cost. This will be clear from the following example— 

Example 

A lacioiv produces 500 fans per annum.-The variable cost 
tor fan i< Us 50. The fixed expenses arc Rs. 10,000 per annum. 
Thus the o-t sheet of 50U fans will appear as follows : 
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Variable cost (500 X Rs. 50) 
Fixed cost 

- Total cost 


Rs. 

25,000 

10,000 

Rs. 35.000 


If production is increased by one 
fans per annum, the cost sheet will then 


unit, i.e. 
appear as 


it becomes 501 
follows : 

Rs. 


Variable cost (501 x Rs. 50) 
Fixed cost 

Total cost 


25.050 

10.00a 

ls,050 


Marginal cost per unit is, therefore, Rs. 50. 

Marginal cost is, thus, the total variable S'pTodWtion 
capacity of the organisation an increase of one urn 'b le P cost corn- 

will cause an increase in variable cost o Y\ expenses and 

bines of direct materials, direct labour variable direct expf, 
all variable overheads. The term "all variable ^rheads W 
variable overheads plus the variable portion “"‘ea"ed from the 

variable overheads. This portion has methods discussed 

total semi-variable overheads according to the meth 

latter in this chapter. 

The Accountant’s concept of marginal cost differs from^te 
Economist’s concept of mar 8‘. nal ? os '. the ma rginai 

V™ «ith ,h,toc,L.or d.c.«. .1 : 

additional production since the law of diminishing (or increasmg) 
returns is applicable ; while accountant’s «W*J ,ha11 be 
slant per unit of output with the additional production. 


Illustration 175 

Following information relates to a 
fans— 


Total Cost Production 


Direct Labour 
Material 


Rs. 

3,250 

5.500 

7,750 

10,000 

12.250 


Units 

500 

1,000 

1.500 

2.000 

2.500 


Rs. 

1,000 

2.000 

3.000 

4,000 

5.000 


Rs. 

750 

1,500 

2,250 

3.000 

3.750 


factory manufacturing 


Other variable 
Costs 
Rs. 

500 

1,000 

1.500 

2,000 

2.500 


Fixed 

Costs 

Rs. 

1,000 

1,000 

1,000 

1.000 

1.080 
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Show the effect of per unit cost of production through a chart 
and calculate the marginal cost of production. 

Solution 


Total Cost 
per unit 
Rs. 

6-50 

5-50 

517 

500 

490 

Chart 


Production 

Total variable cost 

Fixed cost pet 

unit 

per unit 

unit 


Rs. 

Rs. 

500 

4-50 

200 

1,000 

4-50 

100 

1,500 

4-50 

0*67 

2,000 

4 50 

0*50 

2,530 

4-50 

0-40 


Depicting Total Coat per Unit at Varying 
Levels [of Output 



Fig. 57 

It is pretty clear from the above chart that with an increase 
in production, total cost per unit is decreasing since the fixed 
overheads are constant at every level and its effect per unit g-;cs on 
decreasing. 

The marginal cost of production per unit has remained cons¬ 
tant and the fixed cost per unit has lowered down from Rs. 2 to 
Re. 0 40. This will affect to a great extent firm’s decision to increase 
production in the present illustration. 

Marginal cost in the present illustration can be calculated 
with the help of following formula : 

Marginal Cost=Direct Material Cost+Direct Labour Cost 

-\-Other Variable Costs 
OR 

Total Cost—Fixed Cost 

When the production is 500 units, the marginal cost of pro¬ 
duction shall be equal to Rs. 1,000+Rs. 750 +R$. 500 i.l. Rs. 2.250 
(or Rs. 3.250— Rs. 1,000). Marginal cost at other levels of output 
can be known in the similar fashion. 
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The marginal cost is also known known as direct 

variable costs. However. 

it need not be always so. 

^Marginal costing and differential costing . tia | 

Marginal costing is sometimes o^decrefre in total 

costing 1 . Differential cost * s . th « " e * . Generally, increase or 
cost resulting from a variation in produ ^ , but under certain 
decrease is in the variable or mar S , Hence differential 

circumstances, fixed costs may also be • b • j cs ’ t he variable 

cost includes an element of fixed costs al , j favourably 

costs. Thus, the term ‘differential cost 1 can be compared * 

with the economist s concept of margi • increases and 

cost is termed as ‘incremental cost when ‘differential 

decremental cost (when the cost decreases). a i, e r- 

costing 1 , ‘incremental costing and decremental cost .1 8 , 

native terms, which are different from marginal costing 
‘variable costing 1 and ‘direct costing . 

The manner of application of difterential coning i«.sow«» s ‘ 
different from that of marginal costing. Under dlff * re "‘J al tb e 
differential costs of various alternates 1 are tasmpared with the 

differential revenues and the decisions are tak * n ° r different 
maximum net gain. While evaluating the viability ©fdiHerent 
projects, making a choice out of several alters’tive P P * 
differential costing helps in a better way than marginal costing. 
If under marginal costing, while deciding about the P » £ 

of products or making cost-J>enefit analysis fixed cm are aUo 
considered at some stage, it takes the shape of differential costing 
Hence, practically the purpose of applying tl» *wot 

the same and here we have not made any difference in the appU 

cation of these techniques to the problems which management has 
tp. face in its routine or otherwise decision making process. 

Marginal coating and absor ption .costing 
Marginal edstmg~cfiHbrs from absorption or traditional costing. 
Under absorption costing, full costs are charged to production t.6. 
all fixed and variable costs are recovered from production, while 
under marginal costing, only variable costs are charge ° PJ°" 
duction. Fixed costs are ignored. This is on the assumption tha o 

additional output only variable costs are incurred, since bxefl costs 

remain constant. There is no reason, therefore to burden the 
additional output with the share of fixed overheads, otherwise it 
gives a wrong idea about the likely profits to be earned on additional 
sales. On account qf recovery of only variable costs to production, 
the valuation of closing stock is also made at marginal costs under 
marginal costing system. Thus, mainly there are two differences bet¬ 
ween the absorption costing system and the marginal costing system. 

1. Valuation of stocks. Stocks of work-in-progress and 
finished goods are valued at works cost (including fixed works 
overheads) and total cost of production (including fixed works 
overhead and office overhead) respectively under absorption costing 
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system. The two stocks are valued at marginal cost under marginal 
casting system. This will result in under valuation stocks under the 
latter system. 


2. Absorption of overheads. There can be under-recovery 
ol overheads under marginal costing system as only variable over¬ 
heads are absorbed to production. Under absorption costing 
system, all variable and fixed overheads are absorbed to production. 
In marginal costing, actual fixed overheads are wholly transferred 
to Costing Profit and Loss Account, while in absorption costing, the 
over or under recovery of overhead can be transferred to Costing 
rront and Loss Account. 


CC ° Unt l ^ e ?k° ve differences, the treatment of costs and 
profits differ under marginal costing and absorption costing systems, 
oince marginal costing system lays stress on contribution i e. sales 
minus variable cost, any increase in contribution would mean in¬ 
crease in profit, since fixed costs remain constant for all levels of 
production. Profit is arrived at after deducting fixed costs from the 
contribution fund. Under absorption costing, all the costs are 
first charged to products and then total costs are deducted from 
sa es to arrive at the figure of profit. This would be clear from the 
following illustrations. 

^illustration 176 

From following data prepare statements of cost according to 
both absorption costing and marginal costing systems : 



Product A 

Product B 

Product C 


Rs. 

Rs. 

Rs. 

Sales 

30,000 

60.000 

80,000 

Direct Material 

12.000 

25,000 

36,000 

Direct Labour 

8,000 

10,000 

14,000 

Factory overheads 

: Fixed 6,000 

8,000 

6,000 

Variable 2,000 
Administration Overheads 

3,000 

5,000 

Fixed 

Selling Overheads 

1,000 

2,000 

2,000 

Frxed 

2,000 

2,000 

3,000 

Variable 

1.000 

3,000 

3,000 
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Solution 


STATEMENT OF COST 
(under absorption costing system) 


Total 


Product A Product B Product C 


Sales 

Less : Cost of Sales 
Direct Materials 
Direct Labour 
Factorv Overhead* 
Administration Overheads 
Selling Overheads . 

Total 

Profit 



STATEMENT OF COST 
(under marginal costing system) 


Product A Product B Product C 
Rs. Rs. Rs. 



Sales 


Less : Marginal Cost of 
sales : 

Direct Miterials 

Direct Labour 

Variable Factory 

Overheads 

Variable Selling 

Overheads 

Total 

Contribution Margin 

Less : Fixed Costs (factory, 
administration & 
selling) 

Profit 


73,000 

32,000 


10,000 
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If the fixed costs are not traceable to different products, the 
statement of cost will be prepared after contribution margin, 
as under : 

Total ABC 

Rs. Rs Rs. Rs. 

Contribution Margin 43,000 7,000 19,000 22,000 

Lus : Fixed Costs 32,000 

Profit 16,000 


The above manner of presentation is very helpful in deciding, 
about profitability of different products. 

Illustration 177 

From the following costs, production and sales data of ' X * Co.,, 
prepare comparative income statements for the three years under 
(s) the absorption costing method, and (is) the marginal costing 
method. Indicate the unit cost for each year under each method. 
Also, evaluate the closing stocks. The company produces a single 
article for sale. Round up the unit costs to two decimal places. 


STATEMENT OF PRODUCTION AND SALES 


~ ] 

1976 

1977 

1978 

Opening stock 


— 

— 

10,000 

Units produced 



70,000 

60.000 

Units sold 


50.000 


66,000 

Closing stock 


— 

10,000 


STATEMENT OF COSTS INCURRED n 


1976 

1977 

1978 

Direct Materials 

(Rs) 

1 .00,000 

1,44,000 

1,27,200 

Direct Labour 

(Rs) 

1,50,000 

2.16.000 

1,74,000 

Direct Labour Hours 

(Hrs ) 

1 ,00,000 

1,44,000 

1,16,000 

Direct Expenses 

(Rs ) 

48,000 

72,000 


Factory and Admn. Overheads (Rs.) 

72,000 

72,000 


Variable Selling costs 

(Rs.) 

2.50,000 



Fixed Selling costs 

(Rs.) 

50,000 

50,000 



Selling price—Rs. 20 per unit. 

Fix<ni costs are to be recovered on actual activity. 

(I.C.W.A. Fir.nl hetr £tl<m) 
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marginal costing and breac-even analysis 

Segregation of semi variable ° V ‘**“^ ted into fixed and 
Semi variable overheads may be g eg 

variable by any of the following me • expenses method. 

(1) Levels of output compared to levels o. P 

(2) Ranee Method, 

(3) Degree of variabUty method, 

(4) Scattergraph method. 

(5) Least squares method. discuss ed in detail with 

Each of the above methods has bee 

the help of the following illustration . 

Illustration 178 Production 

Units 

July 1978 £'■ 

August .» g 0 

September ^ 

October „ 100 

November 70 

December .. , 979 , he production is 40 units 

.„ D 5a»r—Ti v,ri«t>le »nd ..... semi-van- 

able expenses for the month. . , of expenses 

1. Levels of output c °“P" ed (hc ouIput a , ,wo different 
method. According to this . f expenses. Since the 

levels is compared v | ria ble overheads are arrived at 

fixed expenses remain constant, me var , 

by the ratio of change in expense to change in outp . 

TakTngThe figures of the month of September and November 

of the example given above : 

Month Production Semi-variable 

expenses 

Units 

September &0 -W 

November 100 

Rs. 30 


Semi-variable expenses 
Rs. 

150 

132 

200 

170 v 

230 

190 


Fixed Variable 


Rs. 

80* 

80 *' 


R% 

120 * 

150* 


Difference 20 

Therefore, variable element 

Change in amount of expense 
= Change in activity or quantity 

_ — =R S . 1’50 per unit 
20 

•Variable Overheads for September-fO * Rs_ 1^0 = 120 

Variable Overheads for January 40 * Rs - 1 50 £*; 

Fixed overheads _‘_ 

Total semi-variable overheads 
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2. Range Method. This method is similar to the previous 
method except that only the highest and lowest points are considered 
out of various levels. This method is also designated as ‘high and 
low’ method. 

Solution 

The highest production in the example is in the month of 
November and lowest in the month of August. The figures of these 
two months, therefore, have been taken. 


Month 

Production 

Semi-variable 

Fixed 

Variable 



Expenses 



Units 

Rs. 

Rs. 

Rs. 

August 

30 

132 

90* 

42* 

November 

100 

230 

90 •• 

140** 

Difference 

70 

Rs. 98 




Variable element: 98/70=Rs. 14 per unit. 

Variable Overheads for August 

= 30 x Rs. 1*4—Rs. 42 

Fixed Overheads for August 

-132—Rs. 42—Rs. 90 

••Similarly, the fixed and variable overheads for November have been 
found out. 

Variable overheads for January —40x Rs. 1-4—Rs. 5C 

Fixed overheads —Rs. 90 

Total semi-variable overheads Rs. 146 

3. Degree of variability method. In this method, degree 
of variability i« noted for each item of semi-variable expense. Some 
semi-variable items may have 30% variability while other may have 
70% variability. The method is easy to apply but difficulty is faced 
in determining the degree of variability. 

Solution 

Assuming that degree of variability is 60% of the total expense 
and taking the month of October as a basis, the analysis shall be as 
under : 

Variable element (60% of Rs. 170) /.*. Rs. 102. 

Fixed element —Rs. 170—Rs. 102—Rs. 68. 

On the basis of the variable expenses of Rs. 102 for the produc- 
tion!of 60 units the variable expenses for 40 units (the production 
for January 1979) shall be : 



Hence, the total semi-variable expense for January, *79 is equal 
to Rs. 68 + Rs. 68 i t. Rs. =136. 

4. Scattergraph method. In this method the given data 
are plotted on a graph paper and line of best fit is drawn. The 
method is explained below : 
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The volume of production or sale. « pJo«ed on the hori- 

- rsr% tm&si 

a cmsa-sm s, sart' - - -s -— 
ersfts 

the fixed cost line. known by tne 

(v) The variable element at any level may be know y 

difference between fixed cost and total cost lines. 


Solution 



An inspection of the above graph tells us that fixed expenses 
are Rs. 85 approximately. 

For the month of January, 1979, the semi variable expenses 
<see Graph) are Rs. 143 and therefore, the variable expenses are 
Rs. 58 (Rs. 143-85). v 

5 Method of least squares. This method is based on the 
mathematical technique of fitting an equation with the help of a 
number of observations. T he linear equation \.e. a straight Une 
equation can be assumed as : 
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!/=«+&• and the various sub-equations shall ue 
*y=na J rb*x ; 

€xt/=a€z-h6€z 2 ; 

An equation of second order i.e. a curvi linear equation can be 
drawn as 

j/=o + 6*+cz 2 and the various sub-equations to solve it (i.e. 
to find out the values of constaints a, b and c shall be : 

€y = na+bi:x 2 ; 

€xi/==a€x-t-66x l -fc€x 3 ; 
zx z y = a€x 2 +6€x®+c€x 4 

Similarly, the equation can be fitted for any number of order 
or degree depending upon the number of observation available arid 
the accuracy desired. 

Solution 


Production 

(Units) 

X 

Expenses 

(Ra) 

JT 

X * 

xy 

50 

150 

2,500 

7,500 

30 

132 

900 

3,960 

80 

200 

6,400 

16.000 

60 

170 

3,600 

10,200 

100 

230 

10,000 

23,000 

70 

-390 

190 

cy-1.072 

4,900 

€*•=28,300 

13,300 

txy—73,960 


A linear equation can be obtained with the help of the follow¬ 
ing values, thus : 

Months Production Expenses 


July 1978 50 150 2,500 7,500 

August „ 30 132 900 3,960 

September 80 200 6,400 16.000 

October „ 60 170 3.600 10.200 

November .. 100 230 10,000 23.000 

December ,, 70_190_ 4,900 _ 13,300 


Total cx—390 cy-1,072 cx«=28,300 try 73,960 

Assuming, the equation as > =a+6x. we have to find the values of cons¬ 
tants o and b with the help of above figures. The other two equations are : 

ty = na+bcx «.(0 

exy^ax^btx* •••(«) 

Putting the values in these equations, we have 

1,072=6 a 4-390 b •• (W) 

73,960 = 390 a-f 28.300 b .. (*v) 

Multiplying equation (Iff) by 65 and deducting if from (iV), we get 
4.280= 2,950 6; 6=145 (approx.) 

Putting the value of 6 in equation (iff), we can Known the value of u ; 
fl= 1072-(390x P4S) -Mp42 (approx .) 

• The desired equation is : 
y=84-42+1 45 XI 

where Rs. 84 82 is the amount of fixed element and Rs. 145 is the rale per unit 
for variable element. 

Pulling the value of x I.e. 40 units for January, 79. we get the total semi- 

variable expense^foM^tnonth ^ ^ ^ H2 42 . 

\ CiSntribution 

As slated earlier, the difference between selling «d «n- 
able cost lie. tl,« marginal cost) is IrcMn as Contribution cr uro. 
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Margin’. In other words, teed cost*following 
equivalent to contribution. It can be expresse y 
formula : 

Contribution=Selling Price—Variable Cost 
or Fixed Cost+Profit 

We can derive from it that profit cannot result unless contn- 
bution exceeds fixed costs. In other words, the point ° *fixed 
no loss shall be arrived at where contribution is equal 
costs. 

Example 

Variable Cost=Rs. 50',000 
Fixed Cost = Rs. 20,000 

Selling Price =Rs. 80,000"^ 

Contribution =Selling Price-Variable Coat ^ 

=Rs. 30,000 —Rs. 50,000=Rs. 30,000 

Profit=Contributions-Fixed Cost 

=Rs. 30,000 —Rs. 20,000 ==Rs. 10,000. 

Hence, contribution exceeds fixed cost and therefore, the pro- 
fit is of the magnitude of Rs. 10,000. Suppose the fixed cost is 
Rs. 40,000 then the position shall be— 

Contribution—Fixed Cost=Profit 
= Rs. 30,000 —Rs. 40.000=-Rs. 10,000 

The amount of Rs. 10,000 represents the extent of loss since 
the fixed costs are more than the contribution. At the level of fixed 
cost of Rs. 30,000, there shall be no profit and no loss. The concept 
the break-even^nalysis emerges out of this theory. 

• / \_p«rfit7volume ratio (P/V Ratio) 

This term is important for studying the profitability of ope¬ 
rations of a business. Profit-volume ratio establishes a relationship 
between the contribution and the sales value. The ratio can be 
shown in the form of a percentage also. The formula can be 
exfkessed thus s 

Contribution Sales-Variable Costs 

p;y P^'o^—oZTTZ -=- -SaUs - 


Sales 

or C/S or 


S-V 


or 


1 - 


Variable Costs 


~S~ * * Sales 

. This ratio can also be called as 'Contribution/Sales' ratio."This 
ratio can also be known by comparing the change in contribution.to 
change in sales or change in profit to change in sales. Any increase in 
contribution would mean increase in profit only because fixed costs 
are assumed to be constant at all levels of production. Thus, 

Change in Contribution Change in pro fit 
Change in Sales ~~ Change in sales 


P!V Ratio= 
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PIV Ratio = 


This ratio would remain constant at different levels of pro¬ 
duction since variable costs as a proportion to sales remain constant 
at various levels. 

Example 

Rs. 

Sales 2,00,000 

Variable Costs 1,20,000 .. 

Fixed costs 40,000 V : 

Rs. 2.00. 000-Rs. 1,20,000 
Rs. 2,00,000 
=0 4 or 40% 

The ratio is useful for the determination of the desired level 
of output or profit and for the calculation of variable costs lor 
any volume of sales. The variable costs can be expressed as under . 
V.C.~S(1-PIV ratio) 

In the above example 

If we know the P/V ratio and sales beforehand, 
costs can be computed as follows : 

Variable costs= 1 -0 4=0*6 i.e. 60% of sales 

= Rs. 1,20,000 (60% of Rs. 2.00,000) 

Alternatively, by the formula— 

Since P/V ratio =^—^—. S-V-SxP/V ratio 


the variable 


or 


V—.S—SX.PIV ratio or S(\—PIV ratio) 


Comparison of different P/V Ratios is usuaUy m«ie by the 

costs or by increasing the selling prices. 

K^yifactor 

tak i ii g^eefsion^ abou^ ptofi^bilit^ of ^product. The extern of its 

mix is taken It is not the maximisation of total contribution that 

factor or the governing factor or principal budget factor^ If sales 
cannot exceed a given quantity, sales is regarded as the key lactor , 
^'production capacity lslimited, contribution per unit , *»«terms 
olmiiput has to be compared. If raw material is m short nOTf. 
co.nribution has to be expressed in relation to per unit oTtv* mate 
rials rcauired.J 1 here mav be labour shortage and in sn.l» a <^so 

contribution Jo r labour hour is to be known. If ^'“"'V.jTed^for 
a limitation contribution per machine hour is to be considered tor 
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appropriate decision making. Thus, profitability can be measured 
by : 

Contribution 
Key Factor 

The following illustrations would clearly show how key factor 
affects the relative profitability. 

JHtrTtration 179 

Comment on the relative profitability of the following two 
products : 

Production cost per unit 



Materials 

Wages 

Fixed Overhead 
Variable Overhead 
Profit 


Product A 

R3. 

Product B 

Rs. 

200 

150 

100 

200 

350 

100 

150 

200 

200 

350 


Output per week 


1000 1000 
200 units 100 units 

{I.C.W.A. Final New Scheme) 


( I.C.W.A. Final Nt 

^ Solution 

\ \ COMPARATIVE STATEMENT OP PROFITABILITY 




Sale Price per unit 
Less : Variable cost per unit 


Product A Product B 


1,000 

550 


Less : Fixed"Cdst per unit 
Profit per unit 

PIV Ratio 


Contribution per unit 


Total Profit 



40.000 

‘ 55% 


Contribution per unit and cotal profit is higher in case of 
product .4. though profit per unit of product B is higher. If output 
in terms of units is the limiting factor, product is more profit¬ 
able 1" case there is no limit regirding units of output product a 
would prove to be mire profitable. Similirly, in case there is any 
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other key factor, contribution has to be expressed in relation to that 
factor amisdecision has to be taken on that basis. 


factor amiyi 

lUuBtration 180 

\y A Company manufactures and markets three products A , 
B and C. All the three products are made from the same set of 
machines. Production is limited by machine capacity. From data 
given below indicate priorities for products A , B and C with a view 
to maximising profits. 


Rp.w Material cost per unit 
Direct labour cost per unit 
Other variable cost per unit 
Selling price per unit 


Product A 

Rs. 

Product B 

Rs. 

225 

3-25 

0 50 

0 50 

0 30 

045 

500 

600 

39 mts 

20 mts. 


425 
0 50 
07' 

7 00 
28 mtt 


In the following year the company faces extreme shortage ot 
raw materials. It is noted that 3 kg., 4 kg. and 5 kg. of raw 
materials are required to produce one unit of A , B and C respecti¬ 
vely. How would products priorities change ? 

(I.C.W A. InUr New Scheme Die. 1977) 

Solution 

COMPARATIVE STATEMENT OF PROFITABILITY_ 


Selling price per unit 


Raw Materials 
Direct labour 
Other variable costs 

Total variable costs 

Contribution per unit 
(Sales-Variable Costs) 

P/V Ratio 

Contribution per minute of standard 
machine time . 

Contribution per kg. of raw materials 


Product A Product B Product C 
Rs. 5 00 Rs. 6 00 Rs. 7 00 



1-80 

30 % 


1-54 

22 % 

0055 

0*31 


If the machine capacitv is limited, contribution per minute 
of standard machine time is to be considered for correct decision 
making. Product B is most profitable, Product C comes next and 
Product A last. 

If the k« v factor is raw materials, contribution per kg. of raw 
material should bo considered for decision-making. Huis. rroauci 
A i> most iM. tiuiblc, Product B comes next and Product C last. 
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Illustration 181 


The following particulars are obtained from costing record* 
of a factory : _ - 

I Product A Product B 
(per unit) (per unit) 


'IKJ 

Selling Price 

Material , 40 160 

(Rs. 20 per litre) 

Labour <0 100 

(Rs. 10 per hour) 20 40 

Variable overhead _|_ 

Total fixed overheads—15,000. 

Comment on the profitability of each product when : 

(o) raw material is jn short supply^ 

(6) production capacity is limited-^ ^ , 

(c) sales quantity is limited^. -u v 

(d) sales value is limited , 

(e) only 1.000 l itres of raw material is available for bolhthe 
prodoctTTn total and maximum sales quantity of each^ 

* product is 300 units. 

Solution __ 



Product A 
(per unit) 


Product B 
(per unit) 


Selling Price 

Less : Variable costs : 

Materials 

Labour 

Variable overhead 


Contribution per unit 

(0 p/v R*‘>°=—siui— xM 

(//) Contribution per litre 


2 ^ Xl0 ° 
45% 
Rs. 90 
2 litres 
Rs. 45 
Rs. 90 
5 brs. 

Rs. 18 


40% 
Rs. 200 
8 litres 
Rs. 25 
Rs. 200 
10 hr*. 

Rs. 20 x 


(m) Contribution per hour 
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(a) When raw material is in short supply, contribution per 
litre of product A is higher and hence product A is more profit¬ 
able. 


(6) When production capacity is limited, ccntributicn per 
hour of product B is higher and hence product B is more profit¬ 
able. 


(c) When sales quantity is limited, contribution per unit of 
product B is higher and hence prcduct B is more profitable. 

( d) When sales value is limited, the P/V Ratio of product A is 
higher apd hence product A is more profitable. 

le) When raw material as well as sales quantity both are 
limited, the raw materials should first be used for maximum number 
01 units of product A i.e. for 300 units. 600 litres'of material shall be 
consumed and the balance 400 litres shall be utilised for producing 


50 units of product B. 


The profit in such a case would be— 

Rs. 

Contribution from 300 uoits of product A (300x 90) 27,000 

Contribution from 50 units of product B (50 x 200) 10,000 

Total Contribution 37,000 

Less Fixed overheads 15,000 

Maximum Profit /* 


V^fe lREAK-EVEN ANALYS IS, 

The narrower interpretation of the term break even analysis tells 
us that it is a system of determination of that level of activity where 
total cost equals total selling price. The broader interpretation 
refers to that system of analysis which determines the probable profit 
at any level of activity. The relationship among cost of production, 
volume of production, the profit and the sales value is established by 
break-even analysis. Hence, this analysis is also designated as Coat- 
Volume-Profit ’ analysis. 

The cost of production can be divided into fixed and variable 
costs and at different levels of production changes are bound to 
occur in such costs. The effect on profit on account of such vana- 
tions is studied through break-even analysis. Beside that in business 
the selling prices of products are also changed from time to time. 
It is essential for business to know the impact of such changes on 
profits. Break-even analysis is a media to have an insight into these 
effects and thus helps in taking important managerial decisions. 

Break even point 

The point which breaks the total cost and the selling price 

evenly to show the level ol output oi sales at which there shall 

neither prpfit nor loss, .s regarded as break-even point. At this 
point, the income of the business exactly equals ns expenditure. 
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If production is enhanced beyond thil' *? ve 1 *:v/i^ioss^shaU^be 
to the business, and if it is decreased from th.s level, loss sn 

suffered by the business. rpoarri- 

This has been explained below : 


Marginal Cost 

Or 
Or 


=Total Variable Cost 
=Total Cost-Fixed Cost 
=Direct Material-f Direct Labour 
-fDirect Expenses (Variable) 

4-Variable Overheads 


—Selling Price—Variable Cost 
—Contribution—Fixed Cost 
—Contribution—Profit 

__ —Fixed Cost + Profit 

Profit/Volume Ratio Contribution per un»t_ 

(P/V Ratio) “ Selling price per unit 

Tot al Contribution 
Total Sales 


Contribution 
Profit 
Fixed Cost 
Contribution 


Or 




In case P/V Ratio is to be expressed as a percentage of »al«L 
the figure derived from the formulae as given above should be 


multiplied by 100. 

Break even point 
(of output) 
Break-even Point 
(of sales' 


Fixed Cost 





“ Contribution per unit 

__Fixed Cost-_ x selling Price 

Contribution per unit per un j t 

° r Totl! ConSbution XT °' a ' S,le * 
Fixed Costs 


Or , Variable cost per unit 
Selling price per unit 


1 - 


Or 


Fixed Cost 


P/V Ratio 

At break-even point the desired profit is zero, in tase the 
volume of output or sales is to be computed for a desired fro fit 
the amount or‘desired profit’ should be added to Fixed Cost in the 
formulae given above. For example : 

Fixed Cost-bDesired Profit 
Uniti for a desired profit = Contribuiion per Unit 

Fixed Cost + Desired Profit 
Sales for a desired profit — P/V Ratio 

Cash Break-even Point 

It is the level of output or sales where the cash inflow will be 
just equal to cash required to meet immediate c*sh liabilities. For 
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this purpose, the fixed costs ar t divided into two categories: (i) Fixed 
Costs which do not require immediate cash outlay c g. depreciation, 
deferred expenses, and (ii) Fixed Costs which require immediate 
cash outlay e.g. rent, salaries etc. The formula for its computation 
can be put as follows : 


Cash Break-even Point (of output)- 


Cash Fixed Costs 


Cash Contribution per Unit 


Tutorial Note. In the absence of complete information, in 
the question, the students are advised to exclude depreciation from 
fixed costs for computing Cash Break-even Point. 

Composite Break even Point 

In case a concern is dealing in several products, a Composite 
Break-even Point can be computed according to the following 
formula : 


Composite Break-even 
point (Sales) . 


Total Fixed Costs 
Composite P/V ratio 
Total Fixed Costs XTotal Sales 
Total Contribution 


Composite P/V Ratio = 


Total Contribution 


XlOO 


Total Sales 

For example, if the total fixed costs are Rs. 20,000 and there 
are four products having a total sales value of Rs. 1,00,000 and total 
variable costs of Rs. 60,000, the Composite Break-even Point can be 
computed as follows. 

n D ,t,D Total Contribution 

Composite P/V Ratio —■- „ . - XlOO 


Composite B.E.P. of Sales = 


otal Sales 
Rs. 1,00,000—Rs 60.000 
Rs. 1.00.000 

40% 

Total Fixed Costs 


XlOO 


Illustration 182 


Composite P.V. Ratio 
Rs. 20.0U0 
40% 

Rs 50,000 


A factory manufacturing sewing machines has the capacity to 
produce 500 machines per annum. The marginal (variable) cost of 
each machine is Rs. 200 and each machine is sold for Rs. 250. Fixed 
overheads are Rs. 12,000 per annum. Calculate the break-even 
points for output and sales and show what profit will result if out¬ 
put is 90% of capacity ? 

Solution 

Contribution per machine is Rs. 250-Rs. 200 = Rs. 50 
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B.E.P. (for output)*—;Q^atbuiion per unit 

^2,000^^240 Machines 
- 50 

Break-eren Point for Sales 
. = Output x Selling Price per unit 
=240xRs. 250 

f =* “f” c , kultW d with the he'P of«» of '*>* 
Break-even point for sales can be caicuiaicu 

following formula. 

Total Fixed Cos t 
Variabl e cost per un it 


(0 B.E P* 


Selling price per unit 
12.000 

1 250 

_ W**L ,Rs. 60.000 


(«) 


Or 

Total fixed cost, x SelUng^nceperu^ 
B.E.P.* Contribution per unit 


12.000 x 250 

* 50 

* Rs. 60,000 


Or 


(iit) B.E.P.* 


B.E.P* 


Total Fixed c osts x Total Sales 
Total Contribution 
12.000x1.25.000 

257000 
Rs. 60.000 

Or 

Total Fixed Costs 


P/V Ratio 
12,000 
“ 20 % • 

« Rs. 60.000 
Contribution 

•P.V. Ratio --*^j—- x 100 


25.000- x tops: 20% 


1.25.000 

Profit at 90% of the capacity has beer, 

Output at 90% of < ?ha^ty g-gS 

Break-even point of output 

Since fixed over heads will be f ?^^^ u ^^r4e V ^oS > on 4 50. 
entire contribution beyond fhe break-even point wul pc V 
units, therefore, will be. 450-240)x R*. ». 

=Rs. 10.500. 
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Illustration 183 

. no ^ factor 7 engaged in manufacturing plastic buckets is working 
at 40% capacity and produces 10,000 buckets per annum. & 

The present cost break-up for one bucket is as under : 

Material Rs. 10 

Labour cost 3 

Overheads Rs'. 5 (60% fixed) 

The selling price is Rs. 20 per bucket, 

If it is decided to work the factory at 50% capaciiy, the selling 
price falls by 3 />. At 90% capacity, the selling price falls by 5%, 
accompanied by a similar fall in the prices of material. 

You are required to calculate the profit at 50% and 90%. 
capacities and also calculate break-even points for the same capacity 
productions. ( C.A. Inter May 1976). 

Solution 

STATEMENT SHOWING PROFIT AT DIFFERENT CAPACITY LEVELS 


Capacity levels 


’roduction (in units) 


Variable Costs : 
Materials 
Wages 

Variable overheads 

Total variable cost 

Contribution 
Less Fixed Costs 



10 00 
300 
200 


15 00 


1,25,000 

37.500 

25,000 


1.87,500 


14-50 


2.13.750 
67. SCO 
45,000 


3,26.250 


Profit 



Break even Point 


(0 in units “ 6 -* 18; -Sr^= 6 ’ 667 

(//) in sales value Rs. 1,32,270 Rs. 1,26.673 

Illustration 184 

From the following data, calculate 
(i) P/V Ratio. 

(it) Profit when sales arc Rs. 20,000, and 

(i'i) New Break-even point if selling price is reduced by 20%, 
Fixed expenses Rs. 4.0C0 

Break-even point Rs. 10,000 

(B. Com. (Hons.) Delhi, 197 7) 

Solution : 

« , . , Fixed Expenses 

Break-even points- PV Ra„6 - 

% . _ . Fixed Expenses 

na,, °”^I^-eN-en-^ 

■ 4 000 nr 40°' 

10,000 or40 °- 


Rs. 30,000 


Rs. 4-50 
Rs. 1,26,673 


= 6,667 
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(ff) Profit when sales are Rs. 20,000 

( Profit-SalesxP/V Ratio-Fixed W«*es 

e=Rs. 20.000 X 40%-Rs. 4,000 
caRs. 8 , 000 —Rs. 4.000 

{ii0 New £2fc2S point if sellin* price *» "*•* *** ! 

ySSZSSZS? “'" :40% old p,v 
80-60 -< 0/ 

... New P/V Ratio*— 15 — /o 

Wif.even point-^-^' 6 .° 00 

f; f S? 

neither profit nor loss can resui ( ako jhows the profit 
as break-even chart. As »put. Thus, it is a graphical 

presentation*©'? co^ajS'revenue^iata^o There^are three meSNcd*"^ 

SKUtSJS 1 *-- ta "n 

of the following illustration. 

Illustration 185 hreak-even point by 

From the following figures calculate the b 
rim? a break-even chart. . Price 


1 i U»*» M»V O 

drawing a break-even chart. 

Production F' xcd Cost 


Units 

10.000 

20,000 

30,000 

40,000 

50.000 

60,000 


Rs. 

20.000 

20.000 

20.000 

20.000 

20.000 

20.000 


Variablo Cost 
per unit 
Rs. 

2 

2 

2 

2 

2 

2 


Selling Price 
per unit 

Rs. 

250 
2-50 
2-50 
250 
250 
2 50 


A. 


Solution 

Arithmetical Verification: 

T otal Fixed Costs _ 

B.E.P. of output* contribution per unit 

20,000 

The — “*• W ’ 000 

xRs. 2 50 ). 

On the 'X’ axis of the graph ii*Pg**jJ ^ [ven^auLercosts 
parallel to the X axis beca<Jse T ? var i a ble cost line is depi- 

bs.'S »«, -• 
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increasing with the increase in the volume .of output. This line can 
also be regarded as the total cost line because it starts from the 
point, where variable cost is zero and certain fixed cost has been 
incurred. Thereafter, figures of sales are plotted from the origin 
and a line is drawn up which goes in the upward direction with the 
increase of production/sales. The two lines—total cost line and sales 
line—shall intersect each other at one point, and a perpendicular 
can be drawn from this point to find out the level of output where 
the business shall be at no-profit-no-loss position, since the total 
costs are equal to total sales revenue here. If the business produces 
less than this level of output, it shall be running at a loss. The 
portion of loss is shown by the lower sales line and upper total 
-cost line. If the business produces more units than the break-even 
level, profit shall result and it shall be higher and higher as the 
production/sales increases. This is indicated by upper sales line and 
lower total cost line. 



Second Method 

Ana. her method of drawings a break-even chart is by showing 
the variable cost line first and thereafter drawing the fixed cost line 
above the variable cost line. The latter, however, will be the total 
cost line as in the first case. The difference under this method from 
the first method is that the fixed cost line shown above the variable 
cost line, shall be parallel to the latter, whereas under first method 
the fixed cost line is parallel to the ‘X’ axis. The sales line is 
drawn as usual and cherefore the added advantages of this method is 
that ‘Contributions’ at varying levels of output are automatically 




637 


marginal costing and break-even analysis saics 

depicted in the chart 

line and the saies hne. 
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Besides the above three methods of depicting break-even point, 
it can also be known simply be depicting profits and losses in the 
following way. 

Profit Chart 



In all the above charts it is very clear that break-even point is 
at a level of 40,000 units of production, where total costs and total 
sales revenue are equal to Rs. 1,00,000. 

Assumptions underlying break-even charts 

While drawing break-even charts it is assumed that : 

(i) Fixed costs remain constant at every level and do not 
increase or decrease with change in output ; 
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Hi) Variable cost fluctuates per unit of output. In other word* 
they vary in the same proportion in which the volume of output or 

34163 im All costs are capable of being bifurcated into fixed and 
variable elements.^ice^ remain jonjum even when the volume of 

production or sales changes. 

Advantages of break even charts 

1 Provides detailed and clearly understandable infor- 

.4 ‘ r T'u f » chart visualises the information very clearly and a 
C at a gSnce shall give a vivid picture of the whole affairs. The 
illfferent elements of cost-direct materials, direct labour overheads 
£orv office and selling etc.]-can be presented through an 
{factory, , ^even chart. ■ Further, the information presented is 

ra^mpl* form and therefore is clearly understandable even to a 

layman. of products and business can be known 

T . „ nrofitability of different products can be known with the help of 
even charts, besides the level of no-profit-no-loss. The problem 
«f managerial decision regarding temporary or permanent shut-down 
of business or continuation at a loss can be solved by break-even 

ana *' j Effect of changes of cost and sale prices can be 
demonstrated The effect of changes of fixed costs and variable 
costs at different levels of production on profits can be demonstra- 
. red by the graph legibly. Effect of changes in sales price also c n 
he auickly° grasped by the management by having a look at the 
break-even chart*) In other words, the relationship of cost, volume 
and profit at different levels of activity and varying selling prices is 
shown through the chart. Thus, it studies the requisites for survival 

of the company 

4 Cost control can be exercised. The break-even chart 
shows the relative importance of the fixed cost in the total cost of a 
product ; and if the fixed costs are high, they can be controlled by 
the management, Thus, it is a managerial tool for control and reduc¬ 
tion of costs, elimination of wastage, and achieving better efficiency. 

5 Economy and efficiency can be effected The capacity 
can be utilised to the fullest possible extent and the economies of 
scale and capacity utilisation can be effected. Comparative plant 
efficiencies can be studied on the break-even chart) rhe efficiency of 
output in a plant is indicated by the angle of incidence formed at 
the intersection of thevariable cost line and the sales line. 

6 Forecasting and planning possible. Break-even analysis 
is very helpful for forecasting, long-term planning, growth and 
stability- 

Limitations of break-even charts 

1. Based on false assumptions : 

(a) Fixed costs do not always remain constant. The 

assumptions underlying break-even charts do not normally hold 



640 


COST ACCOUNTING 


good in every business concern. Fixed costs vary and do not remain 
constant at all level of production. They have a tendency to rise to 
some extent after the production is increased beyond a certain level. 

(6) Variable costs do not always vary proportionately. 

The variable costs also do not always change in thfi same proportion 
as the volume of production or sales changes. Usually, the propor¬ 
tion increases if the law of diminishing returns is applicable m the 
business and it decreases if the law of increasing returns is applicable. 
This presents difficulty in the drawing of the variable cost line 
(i e the total cost line) and the fixed cost line. The lines drawn are 
not straight and sometimes a curved line is obtained in respect of 
variable costs. 

(c) Sales revenue does not always change proportio¬ 
nately Besides the cost aspect, the sales revenue aspect is also not 
reliable regarding its non-variability at all levels of production. 
Selling prices are often lowered down with increased production in 
effort to boost up sales revenues. This gives a curved line m respect 
of sales revenue also in place of a straight line. 

When both the total cost line and the sales line are not straight 
lines the result-produced the break-even point may hot show the 
rorrect level of output at which the total revenues can just recover 
fhe total costs and nothing more It is also not correct to assume that 
with the maximum of output, the sales revenues will also be at the 

maximum level. 

l(i , Stock changes affect incomed. The break-even chart 
\ i * r nroduction or sales along the X axis and thus 
depicts the volume. As a matter of fact, i, 

ignores the effect oteb^g ^ ^ affect the incoBle . But it ts 

nm”r U u“ stnce a ,he absorption of fixed costs depends on product.on 

and not on sales. 

, x ^ «f rrowth not assnxned. Condition of growth 

( C ) Conditi are not assumed under break-even 

2 Limited Information : 

Only a limited amount ofi—J 

seii^ces. a numbed of charts will have 
to be drawn up. . 

even chart. However. the data can Pc snow y number of 

break-even charts : since through only one char . tha , f or 

■units sold cannot be ^sured a or ,,e X » Ua , t has lo be 
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3 No Necea.lty : ' 

There is no necessity of preparing break-even char,, 

account of the following reasons : ..hulation 

(a) Simple tabuUrfon purposeThich is served 

of the results of cost ^ nd ’ al ” need of presentation through a chart 

of ly5l! doe ’ not 

at all arise. __ t prov ided. No conclusive basis 

or AST Sr • SSTfp««» *• management by ,he 

,ech T^*«- ve ^r y ^ 

jJJJ* a " h d e d Ser , 0 of n hne, or curve, depicted on the graph are 
large . . mmnaratlve efficiency. The chart does 

£££$££ *«•“>' d “ r ““* 

that i, is a wonderful, oolinthh J meBt .® task 0 f taking early 

*JS2£ ?Z£:SS& ">• h ">' ° f ia "”" ,yp “ 

break-even charts. 

Z‘TZ'1, *»»■ - , ”“ k ' 

even point. iu. 


Direct labour 
Direct material 

Variable Overheads 
Fixed Overheads 
Selling price 


10 per unit 
20 per unit 

100 per cent of direct material 

1,20,000 

100 per unit 


Solution • . u E P bv a graph, it will be necessary 

This may be done as follows . 


Output 


1,000 

2,000 

3.000 

4.000 


Variable 
Cost 
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Thus the break-even point of output is 2,400 units and of sales 
Rs. 2,40,000. 


In case it is also intended to show each element of cost on 
the graph paper, the break even chart will be prepared with the 
help of the following table : 


Output 

Direct 

mate¬ 

rial 

Direct 

labour 

Fixed 

Overheads 

Vari¬ 

able 

Over¬ 

heads 

Total 

Cost 

Sales 

Profit 

1,000 

20,000 

10,000 

1 ,20,000 


1,70,000 

1 ,00.000 

-70,000 

2,000 

40,000 


1 ,20,000 


2 ,20,000 




60,000 


1 ,20,000 


2,70,000 




80,000 


1 ,20,000 

80,000 

3,20,000 

4,00,000 



V 












S*3 



Illustration 1*7 manufacturing company : 

The following figures relate to a man ^ ^ 

Annua, sa.es at 100% effective capac.ty J&gg 

Fixed Overhead 6.00,uw 

niTpropoied to increw. the 

*i:sr.s s-, ■— k ,«„ cb „,- 

Plot the fc "S^ < Sito&i£2» the .erne profit m> before 

h ”* b “" ” 

L" , „“r.ofi...r T ..h tX p 

follows : 


Capacity 
level in 

% 

Variable 

Cost 

Rs. 1 

Total 

Costs 

Rs. 

-non 

— « - 

40 

60 

80 

100 

1 ,20,000 
2.40.000 
3.60.000 
4.80.000 
6 .00,000 

!is!) 

Il'lli 


| 7.20.000 

7.80.000 

| 8.40.000_ 

•Not depicted on graph. 


120 

130* 

140* 


Sales 


4.80.000 

7.20.000 

9.60.000 

12 . 00.000 

14.40.000 

15.60.000 

16.80.000 


[New Total cosi 
(after increase 
in capacity 
Rs. 

6 . 20,000 

7.40.000 
8.60.000 
9.80.000 
11 , 00,000 

12 . 20.000 
12,80.000 
13.40.000 


>V % VW»w w- - 

-^STI^tWdepict these capacity levels 


als». 
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Solution 


Break-even Chart 



On account of increase in fixed expenses by Rs. 1,00,000, the 
total cost line has been shifted upwards. In order to determine 
the capacity percentage with increased fixed expenses but to hste 
the same paofit, the profit at 100% capacity is added to new total 
cost line and a straight line parallel to total cost line is drawn. 
This straight line cuts the sales line at If. A perpendicular dfawn 
from M to X axis shows the capacity utilisation to have the same 
profit as before. 

At 116!% capacity (or 89 75% in terms of expanded capacity) 
the same amount of profit shall be earned after the extensions have 
been made. 

Verification 

Sales—Variable Costs=Fixed Expenses+Profit 
Rs. 12,00,000—6,00,000=Rs. 4,00,000+Profit 
Profit = Rs. 2,00,000 

After extension, the fixed expenses, shall become Rs. 4,00.0004-RS- 1,00,000 
-Rs. 5,00.000. 
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The contribution winch wa,R>. 6.00.000 pctiouriy. »*>““ » 

Ra. 7.00,000 for having the same profit as utilisation of 100%. 

- ■ -— 

Note: The Plant Capacity ,,incre«edb^ A 
.present 100% capacity is equivalent to 130/. 

Cajiacivy utilisation in terms of expanded capacity 
116$x 100 — rq-75% 

130 

Margin of safety point is known as 

Total sales minus the sales at bre^.e n jx> essed a , a 

** : 

M„ ( , or issassy* - 

Margin of Sa ety x j qq 
A s a percentage— Total Sales 

Example p - i 00 000 

Total Sales = Rs. 1.50,000 : 50'o00 

Margin of Safe«y=Rs. 1.50,000-Rs. 1,00.000=R». 50.00U 

__ 50,000 _ 33jo/ o 

arsiv: b sr. J'r, sr*. w-j-ars 

SSrW£KSS5^S a> - - 

b "c.ifyLng .h. «™..Uf».or y m*&. o! »«r. ■»»*«► 

ment can take any of the following steps 

(fl s*»ng r*- T y b? 

the demand adversely otherwise the revenue in sates 
be able to cope up with the requirements. 

(is) Fixed or the variable cost may be reduced. 

(iii) Production may be enhanced, but it should be at a lower 

cost. 


ones. 


({,) Unprofitable products may be substituted by profitable 

Angle of incidence 

The angle formed by the sales line and thetotal cost hne »l 
the break-even point is known as angle of “Widence. A high ra 
of profit is indicated by a large angle of incidence and t>*e„ v.rsa. 
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Illustration 188 


Calculate ‘Margin of Safety* from the following data : 



Ruby & Co. 

Ratna Sl Co. 

Sales 

Cost 

Rs. 

Fixed—Ruby St Co. 30,000 

Ratna St. Co. 50.000 

Vanabltr-Ruby Sl Co. 50.000 

Ratna St Co. 30.000 

Profit 

Rs. 

1 , 00,000 

80.000 

Rs. 

1 , 00,000 

80,000 

20.000 

20,000 






{C.A. Final, May 1975) 


Solution 



Ruby & Co. 

Ratna & Co. 

Actual sales 

Rs. 

1 , 00,000 

Rs. 

1 , 00,000 

Uu : Sales at Break-even point 

60,000 

71,429 

Margin of safety 

40.000 

28,571 

« . . Fixed Cost 

Break-even RatlQ 

P/V Ratio- ^-v^b'e en** 



.-. P/V Ratio 

Break-even sales 

1.00,000- 50.000 

1.00.000- 30,000 

1 . 00,000 

50% 

30.000 

50% 

1 , 00,000 

70% 

50,000 

70% 



■a 71,429 


Illustration 189 

Two competing companies ABC Ltd. and XTZ Ltd. produce 
and sell the same type of product in the same market. For the year 
ended March 1979, their forecasted profit and loss accounts are as 
fellows : 
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ABCUd. 


XYZ Ltd 


Sales 

Leas: Variable Cost of Sales 
Fixed costs 

Forecasted Net Profit before tax 


Rs. 

2*50,000 


Rs. 

2,50,000 



2,00.000 

25.000 


You are required to compute : 

(1) P/V Ratio. 

(2) Break-even sales volume. , ( ^ TD 

lfou are abo required to state which company uldt y 

greater profits in conditions of— 

(а) law demand, and 

(б) high demand. {0JL *-*** 

Solution ___ 


Sales 

Contribution (Fixed expenses plus profit) 
P/V Ratio 

Break-even sales 


Profit situation fo7^BC Ltd. will be better .than that^of X7Z 
Ltd. in case of low demand s.nce eve " * f , sa ' eS * a safety raar gin 

Ltd. will still not incur a loss whereas XTZ Lt<L h V fit 

of only Rs. 62,500. In case the sales drop to Rs. , v 

will be as follows : 


ABC Ltd. 

XYZ Ltd. 

Rs. 

2,50.000 

Rs. 

2,50.000 

50.000 

l‘00,000 

ssffi* 100 

-20% 

i.o°i?29xioo 

2,50^000 X 
-40% 

25.000 

75,000 

-Hooo 

-1ft® 
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XYZ Ltd. 

Contribution 

Rs. 

40,000 

m 

Fixed Cost 

25,000 

75,000 

Profit 




i 

tzzzz 


In tho case of high demand, 'XYZ Ltd. will do better than 
ABC Ltd. since additional sales will produce profit at the rate of 
40% of the sale as against only 20% in the case of the other com¬ 
pany. If sales improve to Rs. 3,00,000 i e. Rs. 50,000 above the 
present levels, the profit of ABC Ltd. will be only Rs. 35,000, i.e. 
Rs. 25,000 (at present) plus 20% of Rs 50,000. The profit of XYZ 
Ltd. will be Rs. 45,000, i.e., Rs. 25,000, as. at present, plu* 40% of 
. Rs. 50,000. 

Illustration 190 

1 he following information is obtained from XY and Co. for 

1978: 

Rs. 

Sales 20,000 

Variable costs 10,000 

Fixed costs 6,000 

(a) Find the PIV Ratio, break-even point, and margin of safety at this 
level. 

(b) Calculate the effect of: 

(0 20% decrease in fixed costs ; 

(//) 10% increase In fixed costs ; 

(iff) 10% decrease in variable costs ; 

(iv) 10% increase in selling price ; 

(v) 10% increase in selling price together with an increase of fixed over¬ 
heads by Rs. 1,200 ; 

(v/) 10 % decrease in u ales price ; 

(vff) 10% decrease in sales price accompanied by 10% decrease in vari¬ 
able costs. 


Solution 

Profit Volume Rato = 


Contribution 


XI00 


Sales 

Sales—Variable Cost 
Sales 

Fixed Cost 


ioo 


Break-even Point (BE.P.) — pv Raiio 

Margin of Safety (M.S.)=> Profit/P/V Ratio 

or (Aotual Sales—Sales at B.E.P .) 
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la) At the existing level : 

. R, 20,000— Rs- 10,000 vin „ 

P/7 Ratto= Rj. 20,000 

Rs. 10,000 10 o=50% 

Rs. 20,000 

B.1S.P.=5lM1 0 =Rs. 12.0C0 

JfA- 8-000 

or (Rs. 20,000-Rs. 12,000). 

(6) (») 20% decrease in fixed costs : 

PjV Batio=50% 

BS.P-- ^S2.-R».W° 0 

if.S.= -%^0=R S - 10.400 

(Rs. 20,000-Rs. 9,600). 

(it) 10% increase in fixed costs : 

P/F Polio = 50% 

fl.S P.= RS 50 6 ^ - “R*- '3,200 

JfA- ^g52.=Rs. 6,800 

or ° (Rs.2C.:00-Rs. 13.200). 

<m) 10% decrease in variable costs : 

R<. 20.000—Rs. 9,000 _ Rs. 11,000_ 
P/V Ration -Rs 20,006 " Rs- 20,000 

• =55% 

BE.P.~ =10.909 09 

M.S.= -Rs. 9,090 91. 

(to) 10% increase in selling price : 

Rs. 22.000—Rs. 10.000 
P/F Ratio = -Rs. 22,000 

=^IS= 54 - 55%(approx - ) 

b.b.p.= -^^-=R>". 000 

j b#- r - "■ 000 ' 
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(v) 10% increase in selling price with increase in fixed 
head by 1,200 : 

PIV **o= " "o 10 ’ 000 ^ 

B.E.P.= ^^°.=R5. 13,200 


over- 


M.S. 


Rs. 4,800 
54-55% 

( vi ) 10% decrease in sales price : 


Rs, 8,800 


Rs. 18,000—Rs. 10,000 
' Rs. 18.000 


=44 44%; 


costs 


Rs. 6,000 
44*44% 

Rs. 2,000 
4444% 

(v»i) 10% decrease in sales with 10% decrease in variable 


B.E.P. 


M.3.= 


: Rs. 13,500 
=Rs. 4,500 


„ _ Rs. 18,0 00—Rs. 9,000 
PjV Ratio- 18 000 

Rs. 6.000 =Ra 12 Q00 


= 50% 


B.E.P. 


M.8. 


50% 

Rs. 3,000 


50°; 


= Rs. 6,000. 


Advantages of marginal costing 

With the help of marginal costing technique, managerial 
decisions can be taken regarding several matters which are discussed 
as under : 

1 How much to produce. The level of output which is 
most profitable for a running concern can be determined. 
Therefore, the production capacity can be utilised to the maximum 
possible extent. 

Ascertainment of the most profitable relationship between costs, 
price and volume of business shall also assist management in fixing 
best selling prices Thus, maximisation of profit can be adueved 
and profit planning becomes easier on the basis of applying marginal 
costing technique. 

2 What to produce. The manufacture of which product 
should be undertaken can be decided upon after comparing the pro- 
fitability results of different products. Certain products or activities 
may turn to be unprofitable with the passage of time. Se lection of 
orders and products depends on their profitability and sales effort 
can be properly directed. 

When existing capacity is to be utilised for producing dimrait 
products in varying quantities, marginal costing is m gocd guide for 
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side source can be taken by comparing the P” ce ^ ^ n ' article in 
had from outside and the marg.nal cost of producing 

the factory. 

M Wbe^ a P-^cuiar product can 

ma^naUnir^^nXcturing^he prod^ £fi 

shall be helpful in deciding as to which method to be adop 

~ -«»>■' th. r~u» <* MfgJ 

machine or to produce entirely by hand labour can 
the help of marginal costing technique. whether 

5. When to produce. In periods of trade , reces * * rar il v or 

the production in the plant is to ® after ? carefully 

permanently closed down, can be decided upon alter 

examining the marginal cost structure. 

6. At what cost to produce : 

(a) Effi ciency and economy of plant*. The mar 8 1 !'i ^ 
indicates the efficiency and economy of different plants over 

ranges of^produc«^v<^ume^and_ou tp ut^ith ^ ^ of technique _of 

break-even charts involved under margmal cMting system^ 
of no-profit-no-loss can be revealed and information can De p 
ted :o management so as to faohtate comparisons. ma y 

(c) Lease or ownership of plant. A plant or owner- 

be taken on lease or may be owned. The costs oflease a d . 
ship are studied and the better alternative is adopted alter ju g B 
and assessing the minimum sacrifice and maximum differen g 
through the technique of marginal costing. 

Id) Cost control. For purpose of control 
results presented through marginal costing technique are useful. 
Cost coE can be effected throlgh comparing fixed and variable 

elements of costs with budgeted costs. . u firOTY , ps morc 

(e) Inventory valnation. Inventory valuation become* mo e 

realistic when it is based on marginal cost. 

Fruitful results can be derived by combining this techmqne 
with standard costing and budgetary control techniques, 

Thus, we see that the technique of marginal costing is of im¬ 
mense value for managerial decisions. 

Limitations of marginal costing 

(1) Classification into fixed and variable elements-a 
difficult task. It is a tough job to analyse cost under fixed and 
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‘variable’ elements, since the nature of cost is not certain in some 
cases. Certain costs may be partly fixed and partly variable and the 
•division of such cost into fixed and variable parts separately is based 
on assumptions and not facts. Certain .overheads have no relation 
to volume of output or even with the time ; thus, they cannot be 
•categorized either as fixed or variable. Management's decisions 
regarding bonus to workers, facilities to administrative staff etc. are 
taken without any consideration of time or production volume. 

(2) Faulty decisions If the fixed overheads are not taken 
into consideration, the management’s decision regarding price-fixing, 
•manufacturing the product etc., may prove to be faulty and decep¬ 
tive. Marginal cost of different products may be the same, still the 
manufacture of a particular product may not be profitable on 
account of heavy fixed costs. 

(3) Difficult application. The application of marginal cost¬ 
ing technique is difficult in most of the concerns. It cannot be easily 
applied in job costing. 

(4) Under or over-recovery-of overheads. Variable over¬ 
heads are estimated and therefore its application not being based on 
actuals, may result in under or over-recovery of overheads. 

(5) Better technique available. The system of budgetary 
control and standard costing serve the purpose better than marginal 
•costing system. Through variance analysis, the impact on profit- 
-ability due to changes in volume and efficiency can be studied and 
hence this technique is not required. 

Though the technique of marginal costing suffers from certain 
•limitations, it is regarded as one of the most important techniques 
of analysis useful for management and business. 

Application of marginal costing techniques 

The general application of the techniques of marginal costing 
has been discussed above. We are now explaining the application 
of the techniques of marginal costing in detail in certain important 
spheres. 

1 Fixation of selling price Marginal cost of a product 
represents the minimum price for that product and any sale below 
the marginal cost would entail a cash loss. The price for the pro- 
duct should be fixed at a level which not only covers the marginal 
cost but also makes a reasonable contribution towards the common 
fund to cover fixed overheads. The fixation of such a price for a 
product would he easier if its marginal cost and overall profitability 
of the concern is known. 

Illustration 191 

The overall P/V ratio of ABC Ltd. is 60°/,. The marginal cost 
of product X is estimated at Rs. 50. Determine the selling price for 
product X. 

Solution 

If selling price is Rs. 100, variable cost will be Rs. 40 and 
contribution Rs. 60. 
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Thus the selling price of a product having a marginal cost of 
Rs. 40 is Rs. 100. 

The selling price of a product having a marginal cost of Rs. 50> 
should be : 

X 50=Rs. 125 
40 

2 Maintaining a desired level of profits. The industry 
has to cut prices of its products from time to time on account of 
competition, government regulations and other compelling reasons. 
The contribution per unit on account of such cutting is reduced 
while the industry is interested in maintaining a minimum level of 
its profits. In case the demand for the company's products is elastic, 
the minimum level of profits can be maintained by pushing up the 
sales. The volume of such sales can be found out by the marginal 
costing techniques. 

Illustration 192 

The “Containers and Cases Private Limited” produces and 
markets industrial containers and packing cases. Due to competition 
the company proposes to rednce the selling price. If the present 
level of profit is to be maintained, indicate the number of units to 
be sold if the proposed reduction in selling price is 

(а) 5% 

(б) 10% and 

(c) 15% 

The following additional information is available 

Rs. 

Present Sales turnover (30.000 units) 

Variable cost (30,000 units) 

Fixed cost 


1,80,000 

70,000 


Rs. 

3,00,000 

2,50,000 


Net Profit 


50,000 


Solution *. • 

Contribution at various prices : 


Price 

Variable Cost 
Contribution per unit 


Profit at present 


Present Price 

Price at a reduction of 


5% 

10% 

15% 

Rs. 

Rs. 

Rs. 

Rs. 

1000 

9-50 

900 

8-50 

600 

600 

600 

6 00 

4 00 

~50 

300 

2-50 

Fixed expenses 

Rs. 

70,000 


Rs. 

50.000 

y 


Rs. 

1,20,000^ 



Units required to produce the Total Contribution 

Units 

at the present price Rs. 1.20,00-M-00=30,000 

at a price reduced by 5% Rs. 1.20.000-^3-50=34,286 

at a price reduced by 10% Rs. 1,20,000-^3-00 =40,000 

at a price reduced by 15% Rs- l20.000-i-2’50 =48,000 
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Illustration 193 

Quality Products Ltd. manufactures and markets a single 
product. The following data are available : 

Rs. per unit 

Materials 15 

Conversion Costs (variable) ** 

Dealers’ margin * 

Selling price w 

Fixed Cost: Rs. 5 lakhs 
Present Sales : 90,000 units 
Capacity utilisation : 60 per cent. 

There is acute competition. Extra efforts are necessary to sell. 
Suggestions have been made for increasing sales 

(а) By reducing sales price by 5 per cent. 

(б) By increasing dealers margin by 25 per cent over the eixs- 
ting rate. 

Which of these two suggestions you would recommend, if the 
company desires to maintain the present profit. Give reasons. 

( C.A . Final (New Scheme) May 77) 

Solution 

Present variable Cost per unit: Ra. 

Materials J® 

Converfion cost 

Dealers’ margin _ 

- Total- Rs. 32 

Contribution per unit — Celling price "l Va JL ab ' c cosl 

= Rs. 40 — RS. w 
- Rs. 8 

Total Contribution—Rs. 8 x 90,000 unitt-Rs, 7,20,000. 

Tn both the suggestions, fixed costs remain unchanged. There- 
fore the‘present profit of Rs. 2.20,000 (Rs 7,20,000-Rs. 5,00,000) 
can be maintained by maintaining the total contribution at the pre¬ 
sent level i t. Rs. 7,20,000. 

(a) Reducing sales price by 5% : 

m.. v sales price —(Rs. 40—Rs. 2) or Rs. 38 

New dealers margin -10%. of Rs. 38 or Rs. 3-80 
New variable cost -Rs. 16+Rs. 1^+Rs. 3.80 - Rs. 31*89 
New contribution per unit-Rs. 38-Rs. a ou 

= Rs. 6’20 

Sales (in units) required to maintain present level of profit : 

Total contribution 

- “Contribution per unit 

= or 1 * 16 ' lU units 

(b) Increasing dealers’ margin by 25%. 

New margin will be (Rs. 4+25% of Rs. 4) i.e. Rs. 5 
New variable cost—Rs. 16+Rs. 12+ Rs. 5 or Rs. 33. 
Contribution =Rs. 40—Rs. 33—Rs. 7 

Sales (units) = ** 7 f — « 1.02.857 units. 


or 1,02,857 units. 
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The second proposal is recommended because the contribution 
per uidUs higher ^ Jd the sales . (in units) are lower. Lower sa es 
-efforts and less finance would be required m implementing (b) P 
posal. The company can earn higher profits by increasing its s 1 , 

as an alternative. 

Illustration 194 

Gouresen Company Private Limited, manufacturing Bmyal 
pressure cookers has drawn up the following budget for the year 

1979-80 s ^ 

20 , 00,000 
6 , 00.000 
7,00.000 
4,00.000 
3,00.000 

40,00.000 
50.00,000 

Budgeted profit 10,00,000 


Raw materials 

Labour, stores, power and other variable costs 
Manufacturing overheads 
Packing and variable distribution costs 
General overheads including selling 


Income from sales 


The General sales Manager suggests to reduce telling prices 
•bv 5% and expects to achieve an additional volume of 50 / 0 . There 
is sufficient manufacturing capacity. More intensive manufacturing 
’ programme will involve additional costs of Rs. 50.000 for production 
planning. It will also be necessary to open an additional sales office 
at the cost of Rs. 1.00,000 per annum. 

The Sales Manager, on the other hand, suggests to increase 
selling price by 10%, which it is estimated will reduce sales volume 
bv 10% and at the same time savings in manufacturing overheads 
and general overhead* at Rs. 50,000 and Rs. 1,00,000 per annum 
respectively is expected on this reduced volume. 

Which of these two proposals would you accept and why ? 

II.C.W.A. Inter, New Scheme) 


Solution 


COMPARATIVE STATEMENT OF PROFIT 




Proposal 1 

Proposal 1L 

Sales 


Rs. 71,25,000 

Rs. 49.50,000 

Raw Materials 

Labour, stores, power etc. 

Manufacturing overhead 

Packing and variable distribution cost 
General overheads 

Rs. 

30,00,000 

9.00,000 

7.50,000 

6,00,000 

4,00.000 

Rs. 

18,00,000 

5,40,000 

6.50,000 

3,60,000 

2 00,000 


Total Cost 

56.50,000 

35,50,000 


Profit 

14.75.000 

14,00.000 


Proposal I seems to be more profitable because its budgeted 
[ profit is higher than that under Proposal II by Rs. 75,000. There is 
* sufficient manufacturing Capacity also and hence proposal I should 
[be accepted. By accepting proposal II, further idle capacity of 10% 
! shall be created which is not in the interests of industry as well as 
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society in general. Larger distribution entails large-scale economies, 
in production to the industry, serves the community at large also* 
through lower prices, more supply and more employment etc. • 

Illustration 195 

The sales turnover atid profit during two periods were as 


follows : 


Sales 

Sales 


Period 1 
Period 2 
Calculate : 

(i) P/V ratio 
(tt) the sales i 
(Hi) the profit when sales are Rs. 10 lakh. 


Rs. 


Rs. 

20 lakh 

Profit 

2 lakh 

30 lakh 

Profit 

4 lakh 

profit of Rs. 

5 lakh. 



Solution 

'0 Calculation of P/V ratio : 

Period 

I 

Rs. 

Sales 20,00.000 

Profit 2.00.000 


Period Increase in period 2- 

2 over period 1 

Rs. 

30.00.000 10.00.000 

3.00.000 2,00.000 


Increase in costs 


8 , 00,000 


Since, fixed costs .re consist the increase in tests btaenM* in’ 
cost in tunc with increase in sales volume. As such variable costs are 80% 

sales. _ 

Therefore PIV Ratio is 100%-80%-20%. 

(if) Calculation off Sales required to earn a profit of Ri. 5 La*n . 

Fixed ExpensesContribution —Net Profit 

=20% of 30,00,000-4.00,000-Rs. 2.00,000 j 

- - - Fixed Expenses+Desired Profit^ 

Required sales- fjyntiS 

„ 2.00.000+5.00,000 x 100-Rs . 35.00.000. 

• 20 

Verification 

Rs. 

35.00.000 

M.Tg.n.1 Cos, of 2g - 00 - 000 <*°*> 

Contribution <20%) 

Fixed Expenses 2.00.000 

Profit 


5.00.000 


(«, Profit .1 Soles of Rs. 10 laVta=Sales x ?\V 
' =Rs. 10 Ldchsx 20%-Rs. 2.00.000 

=Rs. 2,00.000—Rs. 2,00,000=Nil 
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Verification 


Sales 

Marginal Cost of Sales 

Contribution 
Fixed Expenses 

Profit 


Rs. 

10 , 00,000 
8 , 00,0 00 ( 80 %) 

2 . 00.000 ( 20 %) 
2.00.0C0 

Nil 


3. Accepting of price less than the total cost. Some¬ 
times prices have to be fixed below the total cost of the product. 
This becomes necessary to meet the situation arising during trade 
depression. It will be enough in such period if the marginal cost is 
recovered. The selling-price may be fixed at a level above this cost 
though it may not be enough to cover the total cost. This is 
because in such periods any marginal contribution towards recovery 
of fixed cost is good enough rather than not to have any contribu¬ 
tion at all. 

A price less than the total cost but above marginal cost may 
be acceptable when a specific order has been received and it shall 
not affect the home market. The additional sales revenue should be 
compared with the additional costs (which are only marginal costs 
generally) and if the net revenue is greater, the order should be 
accepted. In case the market is competitive and there is a fear if 
adverse impact on exisiting sales even in the long run, the decision 
should be taken after due and careful thought. 

Similar is the situation when order for exports is received by 
the concerns. Exports at a price above the marginal cost but below 
the total cost may be made since they don’t interfere in any way the 
sales in the home market. 

Selling at marginal cost or even below the marginal cost may 
be recommended in extra-ordinary situations like : 

(i) When it is desired to eliminate weak competitors ; 

(n) When the production is to be kept continued because 
otherwise there is a danger of heavy losses on account of 
shut down ; 

(itt) When goods are likely to be perished by the passage of 
time ; 

(if) When a new product is to be introduced in the market 
or an existing one is to be made more popular. 

(v) When it can be sold with profit in combination with some 
other product. 

Illustration 196 

Ram Dass Pvt. Ltd., Nasik is currently operating at 80 per 
cent capacity. The profit and loss Account shows the following : 
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Less : Cost of sales : 



Direct Materials 
Direct Exronses 
Variable Overheads 
Fixed overheads 


Profit 


The Managing Director has been discussing an offer from 
Middle East of a quantity which will require 50 per cent capacity oi 
the factory. The price is 10 per cent less than the current price in 
the local market. Order cannot be split. You are asked by him 
to find out the most profitable alternative. The factory capacity 
can be augmented by 10 per cent by adding facilities at an increase 
of R, 40 lacs in fixed cost. (/ c tr4 Final , 86htmt) 

Solution 

COMPARATIVE STATEMENT OP PROFITABILITY 



>60=150 


x 50=125, same is true for other variable costs 
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If the offer fc.-* £« 

;;s,, b ,r P ro P o°“,f«.«* .« P »»s «<*«• 

, “ b ' 

fixed assets is not * re d uc i n g contribution by Rs. 40 lakhs. 

Thus CI profit^posit\on C would^remain unchanged. The offer may also 

bC "r^Matr'or b-y d~Ulon.. Whether a particular part of 
marginal cott?.^ "if 

Se^nargVnal*cost^s^mo^*l^^ the ^hert^are'cer^ain 

SSai* taUeu into account before 

making a final decision. The factors are as under . 

1 The part to be. bought should be available every time 
needed and at the same price at which we are considering to buy i 

at present. . 

2 If there is difference in quality, specificat.on etc. of the 

component to be bought, it must be workable., 

3 If production is not carried out labour Problems should 
not crop up. The surplus labour force should be absorbed in other 
productive work. 

Illustration 197 

The Managing Director of A Pvt. Ltd. asked for your 
assistance in arriving at a decision as to whether to continue 
manufacturing a compenent * X ' or to buy it from an outside supplier. 
The component 'X' is used in the finished products of the company. 

The following data are supplied : 

1 The annual requirement of component ' X ’ is 10,000 units. 
The lowest*quotation from an outside supplier is Rs. 8*00 per unit. 

2 The component X' is manufactured in the Machine shop. 
If the component X* is bought out. certain machinery will be sold 
at its book value and the residual capacity of the machine shop will 
remain idle. 

• 3 The total expenses of the Machine Shop for the year 

ending 31*3*78 are as follows : During that year the Machine Shop 
. manufactured 10,000 units of X : 


Material 

Direct Labour 

Indirect labour 

Power and Fuel 

Repairs and Maintenance 

Rate, Taxes and Insurance 

Depreciation 

Other overhead expenses 


Rs. 

1,35,000 

1 , 00,000 

40,000 

6,000 

11,000 

16.000 

20,000 

29,600 
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n.,nuLuT^ m ”V»^T° f ' h *^' h ™ Sh °"->'W “»» 


Materials 
Direct Labour 
Indirect labour 
Power and Fuel 
Repairs and Maintenance 


Ks. 

35.000 

56,000 

12,000 

600 

1,000 


•X' 


wIurd S redu°ce maChinery '° r manufaC,Ure component 

Depreciation by Rs. 4,000 
and Insurance by Rs. 2,000 

,ht *“• 

Freight Re. 1 00 per unit 
Inspection Rs. 10.000 per annum. 

showin^W rcquircd prepare a report io Managing Director 
c ^P, a . nson expenses of the Machine Shop ( i) When 
the component X is made and (si) when bought out. 

il.O.W.A. Final, New Scheme) 

Solution 

_COMPARATIVE STATEMENT OF COST 


Direct Material 

Direct labour 

Indirect labour 

Power and Fuel 

Rcpaircsand Maintenance 

Depreciation 

Insurance 


Total variable cost 


Variable cost per unit 
Purchase price per unit 
Freight charge per unit 
Inspection charge per unit 


Cost per unit 


To make 
Component 

•Jr 

Rs. 


35,000 

56,000 

12,000 

600 

1.000 

4,000 

2,000 


1.10,600 


1106 


1106 


To buy 

Component 
* X ’ 


Rs. 


800 

100 

100 


iOOO 


Tt .> preferable to buy component ‘X’ than to make it in the 
shop. heCtHtM? the variable cost per unit is less by Rs. 106. Onlv 
v.u ublo t ost is to tie considered, since fixed costs would remain the 
MUler b«;t.i the citcumtanccs. Even if the production of 
npoiiiut A is discontinued, fixed cost cannot be saved 
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Moreover, the capacity which would remain idle on account of 
buying this component from the market, can be utilised for some 
purpose in the near future. 

5. Discontinuance of a production line. The technique of 
marginal costing helps in finding out the least profitable product so 
that the company may discontinue its production and concentrate 
on more profitable ones. 

Illustration 198 

A company which sells four products, some of them unprofit¬ 
able, proposes discontinuing the sale of one of them. The following 
information is available regarding its income, costs and activity fo 
the year. 

PRODUCTS 



A 

B 

c 

D 

Sales 

Rs. 3.00.000 

5.00.000 

2.50.000 

4.50,000 

Cost of Sales at purchase price 

2,00,000 

4,50.000 

2,10,000 

2,25,000 

Area of Storage (sq. ft.) 

50,000 

40,000 

80.000 

30.000 

Number of parcels scot 

1,00,000 

1,50,000 

75,000 

1.75,000 

Number of invoices sent 

80.000 

1,40,000 

60,000 

1,20.000 

Its overhead costs and 

bases of allocation are : 


Fixed Costs : 


R.. 



Rent and insurance 


30.000 

Area 


Depreciation 


10,000 

No. of parcels sent 

Salesmen's Salaries and expenses 

60.000 

Sales Volume 


Administrative wages and Salaries 

50,000 

No. of invoices 

Variable Costs : 





Packing wages and materials 


20 Paise per parcel 

Commission 



4% of sales 


Stationery 



10 paise per invoice 


You are required to : 

(а) prepare a profit and loss statement showing percentage 
profit or loss to sales for each product. 

(б) compare the profit, if the company discontinues sale of 
product B with the Drofit, if it discontinues product C. 
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Contribution from T 


Product A 
Product B 
Product C 
Product D 


Total Contribution 
Less : Fixed Cost 


Total profit 


60,000 

9.000 

1.60.000 


2.29.000 

1.50.000 


79.000 


Product C only 
discontinued 

-rTT 

(+ ) 60.000 

(-) 14^000 

<+\ 1.60.000 


2.06.000 

1.50.C00 


56.000 


Thus if product B is only discontinued .heprofitsjwould be to 

Rs. 79.000 and if product C is only discontinued tbe profits 
Rs. 56,000. 

Illustration 199 

A Company manufactures 3 products A. Band C. Ther * ff *'* 
no common processes and the sale of one product does not affect 
prices or volume of sales of any other. 

The Company’s budgeted profit/loss for 1978 has been 
abstracted thus : ____ 


Sales 

Total 

Rs. 

3.00.000 

A 

Rs. 

45,000 

B 

Rs. 

2.25.000 

c 

Rs. 

30.000 

Production Cost : Variable 

1.80.000 

24.000 

1,44 000 

12,000 

Production Cost : Fixed 

60,000 

3,000 

48.000 

9.000 

Factory Cost 

2.40.000 

27.000 

1,92,000 

21.0C0 

Selling & Administrative Costs : 

Variable 

24.000 

8.100 

8,100 

7.800 

Fixed 

6.C00 

2,100 

1.800 

2.100 

Total Cost 

2,70,000 

37,200 

2.01,900 

30.900 

Profit 

30.000 

7,800 

23,100 

(—)900 


On the basis of the above the board had almost decided to 
eliminate product C. on which a loss was budgeted. Meanwhile 
they have sought your opinion. As the Company s Cost Accountant 
what would you r : v : :e 0 Give reasons vnur answer. . . 

il.C.W A. Inter , New .'tch* me, 
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Solution 


ducts ^res'entaHnn 0 ^" 16 "* Up °" P rofilabi lity of different pro- 

^ system is 


Sales 


Production Cost (Variable) 

Selling & Adm. (Variable) 

Total Variable Costs 

Contribution (Sales—Variable Costs) 
Less : Total Fixed Cost 

Frofit 
PIV Ratio 


A 

Rs. 

45.000 


24.000 

8,100 


32,100 


12,900 

5,100 


B 

Rs. 

2.25.000 


1,44.000 

8.100 


C 

Rs 

30.000 


12,000 

7,800 


1,52,100 


72.900 

49.8C0 


7,800 


28 f 7% 


23,100 


32-4% 


19,800 


10,200 

11,100 


(—)900 


Total 

Rs. 

3.00,000 


1,80,000 

24.000 


2,04.000 


96,000 
66 000 


30,000 


34-0% 


If product C is discontinued the fixed cost of Rs. 10,200 being 
recovered now cannot be recovered since product C is making a 
contribution of Rs. 10,200 towards fixed cost. Looking to the P/7 
Ratio, product C doesn’t seem to be unprofitable, as its is 34% being 
maximum as compared to other two products. Therefore, if the heavy 
burden of fixed overheads which has been apportioned to product 
G, being 39% of the total such burden, is not taken into account, 
product C is most profitable. Its contribution to sales ratio is higher 
than that of the oilier two, which leads us to conclude that total 
profit will increase if its output and sales can be increased. 


QUESTIONS 

THEORETICAL 

1. Write a lucid note on marginal costing indicating its effect on profit 
computation. 

2. “The technique of marginal costs can be a valuable aid to manage¬ 
ment. Discuss this statement and give your views. 

3. ( a) What do you understand by the expression “marginal cost” in 
jelation to a raanulacturing industry ? 

(6) How does marginal cost differ from total cost ? 

(c) In what circumstances, if any, may, it to be to the advantage of a 
manufacturer to sell some of his products at prices below (f) total cost and 
(ff) marginal cost ? 


4. Explain the term “Break-Even point” and “Break-evcn-chart”. Give 
an example illustrating your answer. 

5. Explain clearly what do you understand by “contribution” in a cost 
accounting sense. How it is related to profit ? 
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List three benefits that management can obtain from knowing the contri¬ 
bution from its cost units. 

PRACTICAL^ sigoificance of , he following terms in relation to marg.oal 

COS ' mg- (a) Margin of Safety (6) Pro6i-volume ratio (c> Angle of incidence. 

7. Breakdown of cost per unit at an activity level of 10,000 units of 
Zenith Razors is as follows: 


Raw Materials 
Direct expenses 
Chargeable expenses 
Variable overheads 
Fixed overheads 

Total cost per unit 
Selling Price 

Profit per unit 


Rs. 10 
Rs. 8 
Rs. 2 
Rs. 4 
Rs. 6 

Rs. 30 
Rs. 32 


r. - 


Rs. 




How many units must be sold to break-even. 5ctoM Dtc . 1977) 

v [Ans. 7,500 unit?) 

8. From the following information find out the amount of piofii earned 
• during the year using the marginal costing techoiqu© 

Fixed cost Rs. 5.00.000 

Variable cost Rs. 10 per unit 

Selling price Rs. 15 per unit 

Output level 1,50,000 units r . 

(Calicut Univ., D Corn.) 
[Ans. Profit Rs. 2,50,000) 

9. From the following information, calculate the break-even pqint and 
the turnover required tQ earn a profit of Rs. 36,000 : 

Fixed overheads Rs. 1,80,000 

Variable cost per unit Rs. 2 

Selling price Rs. 20 ^ 

If the company is earning a profit of Rs. 36,000, express the ‘Margin 
Safety* available to it. w ^ ^ 

[Ans. 10.000 units : Rs. 2,40,000 ; Rs. 40,000) 

10. Sale of a product amounts to 200 units per month at Rs. 10 per unit. 
Fixed overhead is Rs. 400 per month and variable cost Rs. 6 per unit. There ** a 
proposal to reduce prices by 10%. Calculate the present and future P\V Ratio 
and find, by applying P\V Ratio, how many units must be sold to maintain total 

Future P\V Ratio : 33*% ; 
267 units to be sold) 

From the following data, calculate— 

(/) Break-even point expressed in amount of sales in rupees ; 

(ii) Number of units that must be sold to earn a profit of Rs. 60.000 

(«/) How manv units must be sold to earn a net income of 10% of 


profit. 


[Ans. Present PjV Ratio : 40° 


/o . 


11 . 


per year. 


sales ? 


Sales price 

Variable manufacturing costs 
Variable selling costs 
Fixed factory overheads 
Fixed selling costs 


Rs. 

20 per unit 
11 per unit 
3 per unit 
5.40.000 per year 
2,52.000 per year 


Ans. (0 Rs. 26,40.003 : (ii) *1.42.000 units : (mi) 1,98,000 units) 
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12. From the following particulars draw a break-even chart and find out 
the break-even point : 

Rs. 

Variable cost per unit 15 

Fixed Expenses 54,000 

Selling price per unit . 20 

What should be the selling price per unit, if the break-even point is to be 
brought down to 6.0C0 units ? . _ ... 

[ Ans. B.E.P.: 10.8C0 units : Selling price per unit: Rs. 24J 

13. («i) Plot the following data on a graph and determine the break-even 


point 


Direct Labour 
Direct Material 
Variable Overheads 
Fixed O/crheads 
Selling Price 
( b ) In order to increase efficiency in 


Rs. 

100 per unit 
40 per unit 
100% of direct labour 
60.000 

400 per unit 

production, the concern iostals im- 


provedmachineVy which results~is an increase in fixed overhead of Rs. 20,000 
but the variable overhead is reduced by 

You are required to plot the data on the above graph and to determine 
the new break-even point assuming th»t there is no change in sale price. 

[Ans. (a) Rs. 1 , 50.000 of Sales Value-Break-even Point 

(6) Rs. 1.60.000 of Sales Value- New Break-even Point] 

14. You are given the following data for the coming year for a factory : 

Budgeted Output - units 

Fixed Expenses R $ 4.00,000 

Variable Expenses per unit Rs. 

Selling Price per unit Rs - 

Draw a break-even chart showing ’he break-even point. If the selling 
p,ice i, reduced ,o Rs. .8 per uni. unit, 

(6) Break-even Point: 50,000 units] 

15. The following figures are extracted from the books of a manufactur¬ 
ing concern of the year 1978: 

Direct materials 2 05.000 

Direct Labour 

Fixed Overheads {g*nnn 

Variable Overheads i nn rnn 

Sales 5,00,000 

tions. Show on the graph «he effect on break-even point of an increase oi iu/ 0 

in fixed «P*"«;- B$ v 'iV, f i k . e A«'KS.T r*. 2.50.000 : New B.E.P. Rs. 2.75,000) 

16. From the following data draw a simple break-esen chart. 

Rs. 

Selling price per unit 10 ,°? 

Trade discount 

Direct Material Cost per unit 3 w 

Direct Labour Cost per unit \0 W0 

If tale?2? 10%^and Ca ?5%^bo ve thTbJeak-^ven silume. determir.e the 
net profit,. B E P . 4 .OOO units : Net profit Rs. 1,000 ;R.-. 1.5C0] 

17. An analysis of Sultan Manufacturing Co. Ltd. led to the f.-.lowing 
information. 



667 


.AMBAL COSTING .NO 


Fixed Costs 
Rs. 


1,89.900 

58,400 

66,700 


Variable Cost 

Cost Element (o/ 0 of Sales) 

Direct Material . 28 4 

Direct Labour ,2 6 

Factory Overheads 4 ., 

£S3iSSS 5 -— 

$ £* bV 5% f*o>" budgeted sales. (fi Com Dtlu I9 7J) 
[An.. (0 RS-15.00.0°° ;(.'•) >° be 

manufactured?^ a^acm^'tlme be'ing the key of Per unit 


Per unit of 
Product A' 

Rs. 

24 
2 
4 

100 

5 to produce 2 b ° u * s 35 . r s . 29 : 

[Aos. Contribution per hou, p ro duct A recommended] 

19. (a) Explain, and bring out 4 “^"^Vos^nTsys^"*' 
come determination under marginal and trad follows : 

(6) Production costs of Oriental Enterprises Limited^as^rollo »- 


Direct material 

Direct Labour at Re. 1 per hour 
Variable overhead at.Rs. 2 P cr hour 
Selling price 

Standard time to produce 

r a _ — n • 


Per unit 
Product *B 

Rs., 

14 
3 
6 
no 

3 hours 


Output (in units' 

Cost (in Rs.) 

Direct Materials 
Ditect Labour 
Factory Overheads 

Works Cost 


60% 

1.200 


24.000 

7.200 

12.800 


44,000 


Level of activity 


70% 

1.40C 


80% 

1.600 


28.000 

8.400 

13.600 


32.000 

9.600 

14.400 


iom 


56.000 


A proposal to increasc Droduction to Wi^^ ^ any increase 

deration of management. The proposal is not expecteo 

,n ’ 6 prepare a statement showing the prime cost. >° ,1 { ”eHii°76) 

Marginal Cos,' R, 34*0. Works Co, 

**' 62 '° 001 - [Hint. Fixed factory overheads Rs. 8.000.) 

s Products 

A B 

Rs 30 Rs. 20 

Contribution per unit - hn 5 hrs# 

Direct labour per unit 
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The maximum production possible for each of the product# A 
and B is 100 units. 

The Fixed Overheads are Rs. *2,000 

(Ans : Product A 20 units ; Product B 100 uni* . Net Profit Rs. 1,600) 

21. The sales of Aroma Industries in the first half of 1978 amounts to 
R*- 2,70,000 and profit earned was Rs. 7,200. The sales in the second half of 
1978 amounted to Rs. 3.42.000 and the profit earned was Rs. 20,700 for that 
•half year. 

Assuming no change in fixed costs, calculate— 

(0 the amount of profit when sales are Rs. 2,16.000. 

00 amount of sales required to earn a profit of Rs. 36,000* 

(B. Com. Delhi) 
[Ans. (0 Loss Rs. 2,925 ; (ii) Rs. 4,23.600.1 
[Hint. P/V Ratio 18 75% ; Fixed Costs Rs. 43,4251. 

22. The following information is provided to you in respect of the per¬ 
formance of Mathew & Co., during the first two quarters of 1979 : 

Sales Net Profit 

Rs. Rs. 

1st Quarter 25 lakbs 2 lakhs 

2nd Quarter 30 lakes 4 lakhs 

If the B-E-P sales of the comp my are Rs. 20 lakhs, find out : 

<f) Quarterly fixed cost, 

(ii) P/V ratio, 

(iii) The sales required to earn a profit of Rs. 5 lakhs during the third 

quarter. (Kerala Univ. B. Com.) 

[Ans. (i) Rs. 8 Lakhs: (ii) 40%: (iii) Rs. 32*5 Lakhsl 

23. The Reliable Battery Co. furnishes you the following income infor¬ 
mation : 

Year 1976 

First half Second Half 

Rs. Rs. 

Sales 8,10.000 10,26,000 

Profit earned 21.600 64.800 

From the above you are rey ired to compute the following assuming that 
the fixed cost remains the same in both the period* : 

(i) Profit/Volume ratio ; 

iii) Fixed cost ; „ . Jn ___ 

(in') The amount of profit or loss where sales arc Rs. 6.48,000 : 
liV) The amount of sales required to earn a profit of Rs. 1,08,000. 

(C.A. Inter Nov. 1977) 
[Ans. .(0 20% (ii) Rs. 1,40,400: (iii) Loss Rs. 10,800: 

(iv) Rs. 12,42,000) 

24. Two businesses Y Ltd. and Z Ltd. sell the same type of product in 
the same type of market. 

Their budgeted Profit and Loss accounts for the coming year are as 
follows : 


Sales 

Less : Variable Costs 1.20.0C0 

Fixed Costs 15,000 


Y Ltd. 


Z Ltd. 

Rs. 


Rs. 

1.50,000 

1,00,000 

35,000 

1.50.000 

1 


1,35.000 

\ 1,35.000 


Budgeted Net Profit 
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You arc required to : 

(а) calculate the break-even point of each bu»io*» = . m ^ 

(б) calculate the sales volume at which each of th 

^'(c) 0 State‘which business is likely to earn greater profits in conditions 
of: 

(f) heavy demand for the product: 

<«> d ' raa ° d f0 ' « he P ' 0dUC,; a [L b s t "(u) g iT75^0:^r..05.000 ; 

(6) Rs. 1,00,000: Rs. 1.20,000: 

(c) (0 Z Ltd., (i0 Y Ltd.] 

Thr‘Titan Plastic Toys and Utensils’ manufactures children's to>s 
and household* uTensils of virious" types and sizes from a.urn or m material and 

ope T.c^ 

“ d “ — 10D 

‘ a'convenient uni. of nroduc.ion and is 

ascertained as follows : 


Material per unit of 100 4 Us 
Labour per unit of 100 'US’ 

Electric power for heating moulding. 

shaping etc. 

Variable overheads 

Total variable cost 


Rs. 
1000 
3 00 

400 

500 

2200 


Having regard to market conditions, the selling P ri “ 
the extent of 100 ‘Us’ is fixed at Rs. 40. The fixed expenses amount to Rs. 

50,950 per annum. 

Assuming the scope for sales to be unlimited what should be the volume 
of output in 4 Us’— 

(1) to absorb the fixed overheads 

(2) The turn over to earn a profit of Rs. 50,000 per annum. ^ ^ 

[Aos. (i) Break-even point 2.83,056 Units (ft) 5,60,834 Units] 

26. The Kishan’s Implements Factory has been specialising: ini theipro¬ 
duction of a patented plough-share find it’s sales ^ is felt tSt the 

competition from other concerns producing similar pr^ucts. It is £,criasc the 
reduction of the selling price from Rs. 3/-per share to Rs. will increase the 
volume of sales and enable the profit to be maintained at the same level as me 
previous year. 

Assuming that the total fixed charges of the concern are Rs. 
annum, variable cost per unit Rs. L50 and the volume of sales Rs. 4 .WSW 
indicate the number of units that the concern should plan to produce and sell. 

Tabulate the results of the previous year and the current yea*’ 

(a) the number of units produced ( b) selling price realised (c) cost price inciu 
ding fixed and variable costs) and (iv) the profit at the end ot the year. 

(Ans. (a) Units produced : previous year 1.50,000, current v« -r 2.25.«V.O. 
(b) Selling price : Rs. 4.50.000 and Rs. 5.62.500 cost price : 

Rs. 4.25.000 and 5.37,500- («/) Profit : Rs. 25.000 m both cases.. 

27. There arc two similar plants under the same man 2 cc:ncnt. T: • 
management desires to merge these two plants. The following particulars are 
available: 
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Factory 

I 

100 % 

Rs. 300 lacs 
Rs. 220 lacs 
Rs. 40 lacs 


Factory 
II • 
.60% 

Rs. 120 lacs 
Rs. 90 lacs 
Rs. 20 lacs 


Capacity operation 
Sales 

Variable Costs 
Fixed Costs 

Von are required to calculate (a) What would be the capacity of the 
j nlanl he operated for the purposes of Break-even, and (b) what would 
£ e ,Te p&uuy on working .« 75% of .he Merged Capacity. ^ ^ 

J [Ans. (0)4615% U6) 10%j 

•Hint Calculate sales for Factory II at 100% capacity and then proceed. 
lH ‘°* Combined PW Ratio is 26%.] 

An industrial concern which had no costing system appointed a cost 
Accountant. After installing a system of collection of cost data the Cost 
Accountant observed ihat out of the three products which arc produced mde- 
nendent of each other, loss is being incurred in products He immediately 
decides to advise management to discontinue manufacture of this product sup¬ 
ported by the following tabulation : 


Product A 
Rs. . 


Product B 

Rs. 


Product C 

Rs. 


Sales 

1 , 00.000 

65,000 1 

4,90.000 

Variable Manufacturing Cost 

Fixed Manufacturing Overheads 

52,000 

26.000 

1,40,000 

6,500 

19,000 

1,05,000 

Variable SelUng and Administration 

18,000 

17,000 - 

18,000 

Fixed^Sefling and Administration 
Costs 

4,600 

4,600 

4.000 


81,100 

66,600 

2,67.000 

Total Cost 

Net Profit 
.NetLoss 

18,900 

1,600 

2,23,000 


L/o you c 1 -- 

views on the basis c. data. (l.C.W.A . Inter , New Scheme) 

(An*. Product B is no less profitable than product A] 


W^uniform Costing 
and lnter-firm Comparison 


TVfFERENT types of cosung P r '^P‘^ eci fi c requirements. Hosv- 
“ by different industries to suil «he*r V ^ ‘j profitability etc. 

eser, for comparing the achieve™ . ^ sel n f principles and 

within the firms, it » “‘X firms within an industry the use 
practices are adoptedI by »»l the» r ™ me costing principles and/or 
by several undertakings costing 1 . It is usually expected in 

practices it ca led as umfo™ c “ fi g rms within an industry include 

case of a uniform ^ aoplv similar methods of distribution of 
the same items e general classifications of accounts inwall 
overheads, adopt the■ f and pre5e nt similar statements. The 

similar forms and procedures, P tmenls are classified on 

service departments and Tm The policy regarding the treat- 
the same pattern in aU the hrm^ - n J^ eral . 

ment of overhead » method like job or process 

Uniform costing is neithei a 6 (a ndard costing or margi- 

costing nor it is a f^Tar ^“tem whfch may combine any of 

SS “rtfU’SoS «—"t 

of ,h- aoolication of uniform costing arises only 
The questions ofth-apphca the same costing practices, 

when two or rnoreunitswan't» ^ activity . The y may be 

These units should be engaged or d;fferent groU p S . For 

owned or managed either byo ^ managed by one group 

example, a number of sugar Qr differe nt companies engaged 

may adopt a » tl ' fo ' i " l co '' g h a common representative association 

in sugar industry pa „ e rn. The working of the system 

rf,hVfo“°"r »mS ssas »•>» ^ Th “ 

-7 Tetraino logy adopted by I.C.M.A. U»rtdon. 
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is because in the latter case the units are not under the same 
management and therefore the arrangement is purely voluntary. 

Reasons for difference in costs and costing practices. 


The need for unilorm costing arises because the cost structure 
procedures practices and principles of costing differ from firm to 
firm, business to business and industry to industry. The reasons 
for such difference are as under : 

1 Difference in size of business : 

(o) Division of work differs. Due to the difference in the 
size of business, the division of work differs. In a small concern, 
several jobs can be handled by one person, while in a large concern, 
one job can be completed by several persons. 1 his leads to diffe¬ 
rence in costing problems. 

(6) Division of responsibility differs. A large concern 
can afford to have many departments and hence there are line and 
staff positions and there is thus division of responsibility among 
them. But in a small concern, the staff positions rarely exist, and 
the line managers have to perform all responsibilities. 

(c) Level of expenditure differs. A large concern can 
employ liberal methods of remuneration to workers, buy costly 
materials and incur heavy overheads while a small concerns has 
several limitations in these respects. However, it does not mean that 
in a large concern the cost per unit is very high. A large concern 
produces more and therefore the cost per unit may be rather less 
than that in a small concern. 

9. Difference in nature of business : 


(i) Methods of manufacture differ. Some concerns are 
apital intensive requiring heavy machinery for carrying out the 
nanufacturing operations while others are labour intensive. The 
ost will therefore, differ. Moreover, a large concern can 
Mechanise th^ production system, whereas a small concerns may 
.lot find it easy to do so. _ , . 

(ti) Types of machines differ. Different types of busi- 
lesses requirV different types and size of machines Moreover, lor 
carrying ^out similar operations, varying types of machines may 
be Jse d 8 This result in adoption of different costing procedures. 

Ml Product differentiation. Even if the syze, type and 
nature of business is the same, product different,a.ton may cause 
difference in cost and costing procedures. 

(»! Ouality of finished product differs. The type of 
business may be the same bu, the product design and quahty may 
differ to salisfv individual needs, taste, and orcumstances. 

, Oualitv of raw materials Costs vary because alter¬ 
native of rav materials ~jV ^"efanS s^concems 

--p^u. by 

tiling the qualitv »* die product. 
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Material mix may differ. When different of 
materials are to be mixed for manufacturing a product the pro¬ 
portion of the mixture may differ from concern to concern 

(i») Method of remunerating labour may differ from concern 

to concern. 

The application of uniform costing 

Uniform costing can be applied in the following types of under¬ 
takings : 

1 Manufacturing identical products. Those under¬ 
takings which manufacture identical products can use uniform 
costing system. The nature of the business is the same therefore it 
does not present much of difficulty. 

2 Carrying similiar operations. Where different industries 
carry out similar type of service or facility, uniform costing may 
b'* applied. For example service industries like rail or road trans¬ 
port ; gas or electricity companies etc. may adopt such a system. 

3 Members of the same trade association. A number 

of concerns engaged in the same industry (may not be manufac¬ 
turing goods of identical type) bound together through a trade 
association or otherwise may like to have a uniform costing pattern 
so as to enable them in having a study of the cost pyramid and 
getting fixed reasonable prices for their products. 

Objectives of uniform costing. The technique of uni- 
form costing may be introduced with one or more of the following 
objectives : 

1 To avoid competition. Tt eliminates cut-throat com- 
petition by fixing common prices on the on the basis of uniform 
costing procedures. It thus also aims at bringing stability in prices of 
the products. 

2. Cost comparison. It enables different firms to compare 
the costs because the cost arc based on same principles. Thus, 
their profitability can also be compared. 

3 Measurement of efficiency Comparisan of costs and 
profitability, helps in measurement of efficiency. Uniform costing 
enables the member participants to use this system as yardstick of 
their achievements and performances. 

4 Reliable prices. The confidence is reposed in the public 
where the prices fixed are based, on sound ard uniform costing 
principles. This will result in better and cordial relations between 
members adopting this system and their customers. 

5 Cost control. One of the objectives of uniform costing is 
an effective control over costs. This facilities location of unprofit¬ 
able ventures. Uneconomics and inefficiencies are revealed at every 

stage. The uniform cost serves as the standard cost and helps in 
controlling the off-standard performances. 

G Better exchange of information. Members having 
technical knowledge provide the benefit of their experience to 



674 


COffT 4COOUNTVJO 

to redaction in costs 


others. Free exchange of information leads 
and improvement in tne quality of the product. 

Essential* for success of uniform costing system 


The success of uniform costing system depends 
ing factors 


on the follow- 


1 Co operation and understanding. There «hould be 
mutual co-operation and understanding among the members who 
participate in the uniform costing scheme, otherwise the data 
lor computation of cost and fixation of the selling price of the 
product under uniform costing will not be available. 

2. Confidence and trust. There should be mutual trust 
and confidence. This is necessary for exchange of ideas and in¬ 
formation among members. 


3. Absence of rivalry or jealousy. There should not be 
any inner rivalries. Complete harmony in ideas should be main¬ 
tained 


4. Common terminology. A common terminology should 
o® prepared by the participating units. This means that they 
should agree for a common set of principles and/or procedures. 

... 5 : Fr ® e ®*^ a “8 cofitt fo*-n^tion. The information about 
utilisation of 3 Ms —men, machines and materials, should un¬ 
hesitatingly and freely pass members between so that comparisons 
can be madv. 

6. Common interest. All the members firms should have 
a common interest. It may be selling of goods at uniform prices 
or making lnter-nrm comparisons or controlling costs etc. 

7. Flexibility. The members should not have rigidity in 

their attitudes. Flexibility of approach is essential so that changes 
may be introduced whenever required. ® 

Advantages of uniform costing 

The use of uuiform costing provides the following advantages 
to different sectors. ° 

For member units 


(o) Fixation of selling prices. Accumulation of cost data 
on sound principles helps in decermining selling prices on a uniform 
basis to suit the requirements of all the participating firms. 

(6) Healthy competition. Removal of rivalaries. enimities 
inculates a spirit of healthy competition. 

(c) Improvement in efficiency. Areas of inefficiencies oi 
uneconomies are located out and thus efforts for improving efficiency 
can be made. 6 7 

\d) Cost consciousness. The member firms realise the 
importance of controlling costs. This feeling of oost consciousness 
brings reduction in costs. 

(e) Benefit to weaker units. Those participants who do not 
have ^xoert knowledge of products, can have it from ‘others. 
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Research and development division oflarge concern, provide, useful 

information to small concerns. . 

(/) Management control. Cost =° m P a " 5 n °“ ses h 3 thus 

management in knowing the' P°‘“£ °[ *„*'/ the operations of the 
enables them to exercise better control ove v 

(a) Profitability measurement. Unprofitable v ® n * u . r “ 

disclosed," the levels below which the firm shall °P® r “ f t ® 
known. Thus uniform costing serves as an insurer of profits. 

(h) Economy. The concerns can appoint a cost expert 
consultant jointly and share such costs on a common b^s. Thus 
economises the cost of obtaining expert s advice about costs. 

For parent organisation 

If the member units are under a common control either 

sat saturirsa * 

uniform costing in the following manner. 

(a) Representation easy. The association can> present^ the 
problems of member-firms to the Government in a better way when 

it has with it the data about cost, of aU die firm,. It help, in 
obtaining grant or subsidy, import-export licence etc. 

(, b) Better sales. Sales in the home and foreign market can 
be promoted by miking ajoint effort at the association level. 

For Government 

(a) Data availability. Casting data can easily be available 
to the Government through the trade association and the Govern- 
ment can expeditiously decide the policy matters regarding granting 
of subsidy, import licence etc. 

th) Minimum wages. On the basis of cost and profit data 
the ‘minimum’ and ‘fair’ wages can be fixed by the Government 
through Minimum Wages Act or Wage Boards. 

(c) Effective price control. The Government can regulate 
prices and check the genuineness of the uniform prices fixed by the 
association. It can also implement control system if necessary. 

Id) Comparative assessment. The Government can com¬ 
pare the relative efficiency or otherwise of private and public sectors 
and take important policy decisions m this regard. 


For workers 

(o) Better wages Workers can be paid at better rates and 
bonus schemes may be introduced for common benefit of all. 

(6) Better facilities. Recreational facilities or fringe or non¬ 
monetary benefits can be arranged in a better way on a common 
basis. 

(c) Stability. Labour turnover is reduced due to more unifor¬ 
mity in rewarding workers by members-firms. This brines stabikt* 
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in worker* ; which improve* their earning* a* wdl as the earnings of 
the concern. 

For Consumers 

(а) Better goods. Better quality goods are available to 
customers at cheaper rates. 

(б) Confidence. Reasonable prices are charged from custo¬ 
mer*. This brings a feeling of confidence in customers regarding 
member-firms. 

General 

(a\ Helps in cost audit. Auditing of cost accounts is facili¬ 
tated by maintenance of uniform records. 

(6) Inter-firm comparison. The results of one firm can be 
compared with that of the other and thus it serves as pre requisite for 
inter-firm comparison. 

Limitations of uniform costing 

The system has several advantages, but it is also not free from 
certain drawbacks. They can be summarised as under : 

1 Common principles and procedures. Uniform costing 
requires laying down of uniform principles and procedures. Since 
the individual circumstances of each concern varies to a great 
extent bringing uniformity in procedures, practices etc. poses serious 

problems. 

2 Lack of trust and confidence. The member units parti¬ 
cularly when independently managed may not have the feeling of 
mutual trust and confidence. Thus, the system may not operate 

successfully. 

3 Non- disclosure of technical or cost information. 

The member concerns usually do not provide total information 
regarding costs and lechnical procedures. Thus, the system may 
not prove to be a success. 

4 Rigidity. Flexibility oi approach is difficult to be main¬ 
tained. The common prices fixed may not meet the requirements 
of all and sundry. 

5 Monopoly. Member units may fix up monopoly prices 
and thus exploit the consumers. Thus, in a bid to avoid cut-throat 
competition, cut-throat prices from the point of view of con¬ 
sumers may be charged. 

6. High cost. A comparatively small concern may find the 
system expensive since the system to be adopted by all member units 
has to be uniform irrespective of their size. 

7. Distortion of costs. Costs computed under uni tor m 
routine svstem mav not be representative of all concerns. Thus, 
the co.'s may be distorted may not give a correct picture in specified 
cases. 
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Fields for uniformity . . . 

uni form’ cos t fng troduced * However, uniformity will be required 

generally about the following matters : 

1 Method of costing. Whether job or proaess or unit cost¬ 
ing U to be employed, uniformity should be achieved in this 

reg 3 r o- Technique of costing. Whether standard or marginal 
or absorption costing technique is to be adopted, should be deter- 
mined in common. 

o Pricing of materials. Materials issued to production 
are to be priced according to FIFO, LIFO or average or any/other 
method, should be standardised. 

4 Remunerating labour Payment of wages will » e 

Icremelvill'be'Sn operation -h a = 

1 common plan should be introduced in all the concerns as far a, 

possible. 

3. Apportioning overhead. Overhead are to be appornon- 
ed to different departments. Common bases for apportionment 
should be used. 

6 . Absorbing overheads. Absorption of factory, office or 
selling overheads on a common pattern is essential .Ifone nrm is 
charging factory overhead based on a percentage of r J‘ 5 „ 

while other on direct labour, the third on prime cost it would render 
comparisons of cost false or useless. 

7 Collection and classification of overhead. The over- 
head are to be collected and classified. The method should be 
uniform so that confusions are not created. 

8 Charging of service departments overheads. The 
apportionment of overhead, among service departments themselves 
and then further to producing department, also create problems. 
Uniformity in method should be tried to be obtained m this regard. 

9. Division of costs. Costs are to be divided into different 
elements. Such divisions should be common. 


10. Standard terminology. The costing concepts should be 
defined clearly. There should not be any misconception regarding 
meaning of terms commonly used. 

11. Classification of accounts. Materials, labour and 
expenses are to be classified according to direct and indirect. The 
accounting treatment should be similar. 

12. Codification of account*. Common code numbers can 
be assigned in different firms for similar items. Tt makes the , data 
accumulation work easier. 
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13. Items to be excluded. Items to be included in cost 
accounts and items to be excluded therefrom should be specified in 
beginning and there should be uniformity in treatment of such the 
items. 

14. Treatment of overhead items. Following are some of 
the items of overheads (as given below) need special treatment under 
uniform costing. 

(а) Depreciation. Which method of depreciation is to be 
used ? What shall be the rate of depreciation ? 

(б) Interest on capital. Whether it is to be treated as a 
part of cost ? Whether interest is to be charged on owned and/or 
borrowed funds ? 

(c) Research and development costs. Whether such costs 
are to be included and if at all on what basis ? 

(d) Losses, wastages and scrap. How such costs are to be 
calculated and treated ? 

(e) Idle time and over.time. How such costs are to be 
computed and accounted for in the costing books ? 

( / ) Rent charge. Whether national rent is to be charged for 
owned building ? 

15. Glassification into fixed and variable overheads. 

The overheads are to be classified according to the nature of their 
variability. The basis for apportioning semi-variable overheads 
should also be common for all member units. 

16. Cost control. Material, labour and overhead costs are 
to be controlled. The method of accounting should be common so 
that control can be exercised on a uniform basis. 

17. Presentation of information and reporting. The 
form of statements and reports should be standardised so that 
management can compare the results of different organisations. 

18. Other matters. Miscellaneous matters, e g. treatment of 
by-products, provision for services etc. should be settled. In indivi¬ 
dual circumstances, it may be necessary to consider such aspects. 

Uniform cost manual 

Uniform cost manual is a booklet containing detailed in¬ 
structions to be followed by different firms in an industry having 
uniform costing in connection with cost determination and cost 
control. The manual is a formal document laying down the 
recommended cost plans, policies and other relevant matters 
necessary for effective operation of the uniform costing system. The 
joanual thus helps the units to check the adherance to the plan 
and correctness ol the steps taken by them to achieve uniformity. 
The following are the essential contents of a uniform cost manual. 

1 . Appraisal of objectives, scope advantages and 
limitations. The manual should contain a detailed statement 
regarding the objects for which the uniform costing system is being 
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put to operation, the scope of the system, the benefit 5 W hich^hall be 
derived from it and the limitations within which the system nss 
operate. * This will give a complete idea about the suitability or 
otherwise of the system to all the member units. 

2 Principle* and procedure* to be adopted. The 
manuai should mention the costing principles and ™ ced :i 
which are required to be adopted by the participa 1 gI • , 

details about methods of cost ascertainment, cost accounting 
cost control—are essential to be specifically pre-determined an 
laid down in the scheme. The method of computation °f total cost, 
the definition of its different components, the basis ^ aHocatio , 
apportionment and absorption of costs instructions regarding treat 
merit of other important items should also be provided therein. 

3. Presentation and reporting techniques The mode of 
compiling, presenting and reporting data about uniform costs 
should be clearly mentioned in the manual. Reporting to th 
management, the shareholders and the parent organisation or the 
trade association must be fair and accurate for the successful 
achievement of the objectives laid down. 

Uniform cost accounting 

The term ‘uniform cost accounting’, as distinct from ‘uniform 
costing’ conveys two meanings as under • 

(i) The use by several undertakings of the same ° 

accounting for costs i.e. cost accounting which is uniform. 

(«) The use by several undertakings of the same f ° r ™ s ; r 5 f P°I* 
and statements etc. for presentation of costs under uni 
costing scheme, i.e., accounting for uniform costs. 1 he 
two aspects have been discussed here one by one. 

Cost accounting which Is uniform 

In such an event there will be uniformity regarding the 
following matters 

xl. Forms. The number oi forms kept ar e less Economy 
can be effected in printing costs. Moreover less capital and P 
needed for stocking forms. Training of 

Filing and handling methods can be standardised. Transler * 

departmentwise or on an inter-firm basis also be 
Comparison also becomes easy when same forms are use y 

•> Organisational set up Salary scales can be uniform. 

Training of staff and their transfer is also facilitated ; ° J 

in this regard is difficult to achieve because of differences in the 

of organisations. 

3 . Office equipments. It also helps in training and transfer 

of staff. , 

4. Operation*. The daily operations can be ° 

a uni fonnbasis when forms, organisation and equipmen 
identical. It helps in internal check and cost audit also. 
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5. Classification for materials. Materials can be classified 
on a common basis provided the product diversification is less and 
manufacturing process is not different. It facilitates comparison in 
costs, records can be standardised and thus material costing, cost 
accounting and cost control can be effectively done. 

6 . Classification for wages. Accounting for direct and 
indirect wages is made easier when classification is common. Ascer- 
tainmeat of labour costs and then controlling the labour costs are 
facilitated. 

7. Classification for expenses. Direct expenses are treated 
as part of prime cost. There is uniformity regarding classification 
of other expenses also. 

8 . Cost centres. Whether cost centres are personal or 
impersonal cost centres productive or unproductive, product or 
process, common classification at all level is essential. 

9. Cost units. Identical units car be there only when the 
industry is the same. Unit should be defined on a uniform basis. 

10. Classification according to variability. Fixed and 
variable expenses should be classified on uniform basis. 

1 1 . Classification according to controlability. Controll¬ 
able and uncontrollable costs should be divided on a uniform 
pattern. 

12. Classification according to function. Factory, office 
selling and distribution overheads should be uniformity classified. 

HI. Coding system. Code number should be assigned on 

a uniform basis. 

14. Accounting classifications. Revenue and capital 

items rhould be properly defined and accounted fo. 

Advantages. The advantages mentioned under essential 
features ol cost accounting which is uniform are being summarised 
as follows 

1. Preparation of consolidated statements. All the 

firms can present their results to the association and the association 
can prepare consolidated statements without delay. 

2. Cost comparison. Uniform coit accounting data can 

easily be compared. 

3. Easy transfer of staff. Staff may be transferred or lent 

or borrowed easily. 

4. Easy training of staff. . Staff at upper as well as lower 
levels can easily be trained in common routines. 

5. fcasv transfer of equipments. Office equipments can 
also be uansterred easily from one firm to anothor if required. 

6. Salary scales. Salary scales can be standardised. 

7. Standardisation of routines. Office routines regarding 
filing etc. are standardised. 



UatfORM COSTING AND 1NTER-PIRM COMPARISON 

8 . Reduction in costs. Printing costscan be reduced 

, jtjsslirss - ~ h " 

facilities among member firms. 

Accounting for uniform costs accounted 

or recordech^Any T^th^ fobo'vv^ng'methods can be used to record 

T ssarr* 

factored by d,ffe f"'^Summaries can be prepared periodically 

historical costin = bas members for cost comparisons etc. 

and presented to all the members .0 abo be computed 

2. Standard costing ^“/"dard costing system. In such 
by the member firm by ad W '^.determined. The actual results 

a case the costs will be careful yj) slanda rd adopted by the 

s““. •?£v5ijss 4 tr , £»d ou, fM . p«- 

poses. 

Inter-firm comparison 

Inter-firm SX^S^SSSt^ £*3SS. may be 

different firms interst so that emc. ^ , nterfirm comparison 
located and profitability may bejuag cost-benefit analysis, 

is a yardstick ol performance evaluation fit5 etc . of different 

The accomulated data regarding c^P iidat .^ slatements and are 

concerns are put in the ior units so that they can make a 

made available to all the mem , ievements an d weaknesses with 

S ov y .fwhich £-«» comparison is drorlop- 

ed ancl applied in a wider field. 

Objectives of inter-firm comparison 

Following are the objectives of inter-firm comparis.cn- The 
objectives are inter-linked w.tH each oth ^ ^ M and 

1. Improvement inefficiency. comparison with other 

tries to improve its efficien y weak points, 

member-firms it comes to know about ine conomics are 

Requirements of an inter-firm comparison scheme 
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can not be brought about in costing principles and procedures, the 
comparison would be farce and futile. However, the following 
additional points should be kept in mind while imp'ementing the 
scheme of iuter-firm comparison. 

1. Information needed. The type of inforrr ation and the 
extent to which information is required to be collected for inter- 
firm comparison has to be determined. As a matter of fact much 
depends on the needs of the management and the purpose of the 
comparison. 

Though no standard list of such information required can 
be given, yet the following can be the general matters on which the 
information may be collected. 

Cost? and cost structure. 

Labour/machine efficiency and labour/machine utilisation. 
Consumption, wastage of raw materials, inventory levels. 
Return on capital employed. 

Liquidity. 

Reserves and appropriations of profits. 

Accounts receivable and accounts payable. 

Production methods and technical aspects. 

Responsibility for collection. The person who would 
be responsible for collecting data should be pre-decided. Generally, 
if trade association are formed, they are responsible for it. If there 
is a holding company or parent organisation, it has do this job. 

3. Method of collection. The time by which and the 
form in which the information has to be submitted by the member 
units are required to be determined. The various statistical techni¬ 
ques for collection of data, its editing, classification, presentation, 
and drawing conclusions and making interpretations can be used. 
Ratio analysis may be adopted for measuring profitability, efficiency 
and productivity etc. 

The various important management ratios 1 used for inter- 
firm comparison can be put in the form of the “pyramid structure” 
given on the n*xt page. 


0 ) 

(«) 

m 

(u>) 

(») 

(Vi) 

(vii) 

(viii) 

2 . 


*Por a detailed study of ‘ratios* see chapter 8; ‘‘Awlysis of FiMOcial State¬ 
ments** In the book "Banking Law & Practice by S-N. MAHESHWARI. 
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Advantages 

1. Stability. Inter-firm comparison removes and brings 
stability in the cost structure and presentation of information. 

2. Cost conciousness. Cost conciousness is created among 
the participating firms and they are cautions at every level. 

3. Cost control. Inter-firm comparison helps management 
to control the costs efforts are made to reduce thorn if they exceed in 
the firm in comparison to the other firms. 

4. Productivity. Productivity is improved when the spheres 
of weaknesses or uneconomies are located. 

5. Proper reporting. Efficient reporting system is deve¬ 
loped and information is presented in standardised forms. 

6 . Fair competition. Firms try to avoid unfair competi¬ 
tions. Harmonisation and synchronisation of activities take 
place. 

7. Regulation of prices. The Government can regulate 
prices by obtaining data about different firms. 

8 . Up-to-date information. The conce-n has to keep up- 
to-date information about the results for supply ing to the association 
and thus the recording system is improved. 

Limitations 

1. Misleading conclusions. If the data are not properly 
collected the results arrived at would be misleading. Decisions can¬ 
not be based on such conclusions. 

2. Ureliablc information. Information supplied by mem¬ 
bers may not be reliable. They may feel hesitant in disclosing the 
correct information about costs. 

3 . Unscientific system. In case the cost accounting system 
adopted by a concern is not suitable and adequate, the costing data 
supplied shall not be reliable. 

4. Improper handling. The association which manages 
the comparison scheme should have qualities of effective leadership 
without which the scheme cannot be a success. 

5 . Timely co-operation and co-ordination. The Co¬ 
operation cl all the participants for submission of cost data in time 
and their co-ordination is a must, otherwise the inter-firm comparison 
scheme cannot be implemented with effective results. 

The about limitations can be overcome to a great extent by the 
following measuies : 

(t) Adequate education and propaganda through articles in 
journals, lectures, seminars and personal discussions. 

(ti) Installation a system which ensures perfect secrecy. 

(ssi) Introduction of a meaningful and scientific; cost system. 
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QUESTIONS 

Define '‘uniform costing" and state the uses of uniform cost.n* 
Sy,,e wha, is "uniform costing manual" 7 Mention 

t<l8eS 2 f S What principal factors you have to /“{£IttS* Jm78) 

,em 1 -r ,<r^u= 

from its introduction ? What difficulties do y h y^ ^ ; nWr tf.S., /wne 77> 

introducing uniform costing? arc thc items on 

4. What is uniform cost accounting Wh effi Jn uniforr n 

which you would seek uniformity so far as overheads ^ ^ /j|/ef iV .5. A fay 78) 

“TCbM. comparison essentia, 7 Wha, tre it. .imitations 7 
EXP T you have been retained ,0 

inter-firm comparison for a Design your answer under the 

tial points you would take care of to start wun . j 

follow jJ g The nature and exten t of information to be collected. 

(6) The organisation to be set up for this purpose. . 

(«) me.hod of collection, analysis and JuM 78) 

8. Discuss the scope and ap p lica*'PonomV of o u fcountr Assumc 
their usefulness especially in the context of 1 b e j* F ° thc iolcrcs t of its 
that you arc advising a Trade Anociatioo, icithii^regard in 

member firms and outline your views and suggestions.^ ^ F(rtJ / f Dec . 1979) 

9. Whit is Uniform Costing ? Give three advantages^ CalicuU 1978 ) 
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INFORMATION is the life blood of the business. The efficiency 
A of an organisation is to a certain extent governed by the pertinence 
and regularity of the information provided to those who perform 
the functions of management. The required information is supplied 
through reports which may oral, graphic or written. However, 
oral reports should not form the basis for important managerial 
decisions It will be always advisable to have the reports in writing. 
Graphic Reports in the form of charts, diagrams facilitate quick 

grasp of significant trends by those who receive such reports. This 

-spect is considered in greater details in the next chapter. 


Meaning of report 

A report is a formal communication which moves upward. If 
differs from the word “communication**. The superior communi¬ 
cates orders to the subordinate. The subordinate communicates 
results. The word “Keport” is generally used for the factual com¬ 
munication by a lower level to a higher level of authority. Thus 
orders are ‘communicated* while results are reported . 

The term "reporting to management” refers to the formal 
system whereby through reports relevant information is 
fed to the management. It has now become a specialised function. 
Large concerns ihese davs have n separate ‘management information 
division’. The Information Manager should know not only what 
information each level of management requires but also regarding 
the techniques to be employed for collecting, storing, processing and 
finally communicating the required information. 

Reporting is an important output of accounting function. 
Accountant is the custodian of factual data regarding cost, sales and 
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profits and therefore he provides a useful informservice^ 
Depending on the size of the business, the 

collected and communicated to the management Y Manager 

himself or the management/cost accountant or Inform** 

■who may be heading a separate Management Information 

Division. 

Requisites of a good report 

A report is a vehicle carrnng information. The fruitfulness 
of the work done by the different executives not only depends on 
the quality of work itself but also the way in which the information 
or results are conveyed to their superiors. Thus good reporting is 
necessary for effective communication. A good report should there¬ 
fore, have the following requisites : 

1. Good form and content. Following points are impor¬ 
tant in this respect : 

(а) Report should have a suggestive title, headings, sub-head¬ 
ings, and paragraph divisions. 

(б) In case statistical figures are to be quoted in^the report, 
only the significant totals should be given in the body oi 
the report. The other statistical details may be given in 
the appendix. 

(c) The report should contain facts rather than opinions. In 
case certain opinions are expressed, they should be logical 
sequence of facts presented in the report. 

(d, In case report is in response to a request or letter, cross 
reference of such request or letter should be given. 

(e) The report should bear the date on which it is put up. 
The names of the person to whom the report (or its copies) 
is (or are) to be sent should also be mentioned on the 
top. 

(/ ) The objectives of the report should be perfectly served by 
the contents of the report. 

[g) The contents should follow a logical sequence. 

(») the summary of present position, 

(ii) the course that might be taken and the expected 
results, 

(m) the recommendations and reasons for their sub¬ 
mission. 


2. Promptness. The report should be submitted as soon as 
possible. Information delayed is information denied. Reports are 
meant for action. The sooner the report is made, the quicker can 
the action be taken. In some cases promptness in presentation is 
more important than any other general principles of reporting. 
Accuracy may have to be sacrificed to achie/e the objective of 
promptness. 
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In order to increase the speed of collecting the accounting 
information, following steps may be taken. 

(o) A proper record-keeping system, tailored according to the 
requirements of submission of different reports, should be 
established in the organisation. 

(6) In order to avoid clerical errors and increase productivity, 
mechanical accounting device* mav be used. ' 

(c) Accounting work should be departmentalised in order to 
prevent bottlenecks in reporting. 

(d) Employees may be asked to report immediately about any 
abnormal or extra-ordinary situation. 

3. Comparability. Reports are also meant for comparison. 
This is possible only when information contained in the report is 
placed in some perspective e.g. time, norms or standards. Figures 
should be given for some previous period such as “last month’ or 
“same month for the last year” etc. Actual figures may also be 
placed side by side with corresponding budgets, standard or 
estimates. The objective is to highlight significant deviations irom 
previous periods or standards oi estimates. The principle of 
‘Management by exception’’ should be applied while drafting 
‘reports. Trival variations need not be reported. 

4. Consistency. Consistency is closely linked with com¬ 
parability since comparison is possible only when the reports are 
prepared and presented on a consistent basis. This objective can be 
achieved if the information embodied in the report emanates a 
common source. Moreover uniform procedure should be followed 
over a period of time for collection, classification and presentation 
of the accounting information. 

5 . Simplicity. The report should be in a simple, unambigu¬ 
ous and concise form. Professional or technical jargon should be 
avoided since those who receive the report may be quite unfamiliar 
with expressions the accountant takes for granted. It should be also 
readable. Conciseness and rounding off figures to a significant point 
both add to readability of the report which is another dimension to 
simplicity. 

6. Appropriateness. The report should be appropriate for 
the person for whom it is meant. The following points are of 
significance in this context. 

(i) Report should be related to the responsibilites of the 
recipients. For example the Production Manager should 
be supplied with only such reports which relate to his 
division or area of control. 

(ii) Report should be designed to suit the level of manage¬ 
ment for whom it is meant. The general principle is 
higher the level of management, the more concise should 
be the report. The top management gets reports from 
all areas but the number of icpdrts and the details of the 
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information have C^to be°^m£e 

tions. F° r exampl * fi \ h and loTs staTement. the esnma ed 
production and ° ,h< * app P orts only regarding such 

8 Accuracy: The ccpcr. ■W ~ “5? S S .he 

5SSU SBSaJi: may h. *— ■ 

9. Os—C 

become an unnecessary drag ^he ^ commensurate with the 

cost of maintaining the systems 
benefits derived therefrom. 

Steps for effective reporting 

In order to have effective and efficient repor.ing, the follow,ng 
steps should be taken : , ^, ltrnrnp Q f accounting 

li) planning ol «.w of 

™ 3^" ^Sin^d^gup of «**«*■ 

; (<v) srr: f o r r «wss^^ 

to month of June may be ^ used f or 

^S.S^l^Sh. , ..n, nn is. 

July. 
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(t>) In case actual data are not readily available, the in¬ 
terim estimates may be used it- their place. The quality 
of reports ; n such a case would d-pend upon the quality 
of estimates. The actuals may later 0.1 be compared 
wiib tlie estimates and the deviations or the variations 
should be found out. These deviations or variations will 
help the persons responsible for reporting better esti¬ 
mates for the future. 

Types of cost reports 

Cost Reports may broadly be classified into two categories : 

(i) Routine Reports 

(ti) Special Reports. 

Routiue reports. These reports are submitted to different 
levels of management as per a fixed time schedule. The schedule 
should indicate the following : 

(а) Title of the report 

(б) The recepients of the report and its copies. 

(c) The periodicity of reporting 

(d) The respective dates on which the manuscript and the 
report are to be sent 

(e) Sources of data and the date by which the data should be 
ready at the respective sources. 

Routine reports are usually printed or cyclostyled, leaving 
blank reports to be filled in. 


Following is a list of some of the important routine reports 
which are usually prepared in an industrial organisation. 


S. No. 

Name of the Report 

Period 

Original 
addressed to 

Copies to 

1 . 

Material utilisation 

Weekly 

Shop Foreman 

Departmental 

Manager 





Production 





Controller 

2. 

Labour efficiency 

Weekly 

Shop Foreman 

Departmental 

Manage* 





Production 





Controlle* 

3. 

Idle time/overtime 

Weekly 

Shop Foreman 

Departmental 

Manage* 





Production 





Controller 

4. 

Idle capacity 

Monthly 

Managing 

Director 

Production 

Contiolle* 




Production' 





Manage* 
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s . No . Name of the Repor t Period 

T~ Stock levels Monthly 


Stock turnover 


Labour cost 


Finished stock 


Monthly 


Monthly 


Original 
addressed to 


Managing 

Director 


Managing 

Director 


Managing 

Director 


Copies to 


Production 

Controller 

Production 

Manager 

production 

Controller 

Production 

Manager 

Production 

Manager 

Production 

Controller 


Sale* Analysis (by pro- Fortnightly 
ducts, territories & 
channels) 


Fortnightly 



Personnel 


Manager 

ales Manager 

Managing 

Director 

lales Manager 

Managing 

Director 


Product Cost Estimates When required 
(for price fixing aod 
quotations) 

Break-even-volume When required 


Production 

Manager 

Sales Manager jPfoduclion^^ 


M msging Production 

Director Manager 

Sales Manager 


12. Materials: 

Price variance 


Usage variance 


Monthly 


Monthly 


Purchase Production 

officer Manager 


Shop 

Foremen 


Production 

Manager 

Production 

Controller 
Chief Inspector 


13. Labour : 

Rate variance Monthly 

Effirieocy variance Monthly 


Personnel Production 

Manager Manager 

Shop Foreman Product',on^^ 

Production 

Controller 

Personnel 

Manager v 
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Copies of Reports to higher levels arr sent to lower levels. 
Repoits originally addressed to lower ieve* are summarised and 
sent to higher levels. 

Some of the reports like Materials Wastage Reports (regarding 
waste, scrap, spoilage, defectives etc.) have been explained in the 
chapter on "Materials” in the Book. Similarly Idle Time Reports 
etc. have been explained in the chapter on “Direct Labour and 
Direct Expenses” Students are advised to go through the profor¬ 
mas of those reports. 

Special reports. Special Reports are required for special 
purposes. The purpose of obtaining such report, and the time limit 
within which such report has to be submitted, have to be specifically 
and clearly laid down. Sometime special staff may have to be 
employed for this purpose. A special report may require co-ordina¬ 
tion of various functions such as industrial engineering marketing 
etc. Examples of some of the specific reports are given below : 

(i) Reports for information about competitive products. 

(it) Report by Purchase Department on problems involved in 
purchasing of materials. 

'*»•) Report by the cost accountant on the implications of 
price movements on the cost of the products. 

(iv) Report regarding market research about a specific pro¬ 
duct or products. 

(v) Report regarding choice of products or selection of a 
method of production when alternative choices arc avail¬ 
able etc. 

Review of reports 

Constant review regarding the utility of different reports 
should, be done so that no executive is starved of information and nc 
executive is fed with unwanted data. In other words a report 
should neither be a burden to the sender and a nuisance to the 
receiver. It will be appropriate for each executive to ask himself 
the following questions regarding each of the reports submitted to 
him : 

(а) “Do I want it ?” 

In case the answer is ‘No’, he need not ask any further 

questions 

(б) “Is it relevant to my position? 

In other words whether such a report helps him in 
making better decisions, 

(f) “Does it come in time?” ** * 

In other words whether it comes too late or too early 
than what is required. 

id: “Does i r at the right frequency ?” 
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In other words the report should not come more or 
less often than what is required. 

M “ Is accurate enOU , Sh is too inaccurate or un- 

In other words whether it 

necessarily accurate. r„ r me *>** 

(/) -Is its presentation in the best orm ouestionsJ *nd remedial 
In case correct answers is found to reports—the carriers of 

»“ wch ,h ' y - 

meant. 

QUESTIONS „ 

What ar’e ”> 

2 What are the points to be borne in mind 

*° m 'TZ% contents of reports depend upon the levc.s to which report- 

ing is done.” Elucidato. caC h lcvcl in a manufacturing 

(6) Indicate at least three report {l.CM^.A. Inter N.S., June 78) 

organisation of a medium size. 

4 . What consideration would guide you »n dec ' < J‘ / °^ . i, U er June 1980) 

senting information ? rmnrtine in an organisation. 

5 ra) What factors affect the nature o p , ^ cly to be required by 
5 * (b) Indicate at least four reports on sales , nter Dec . , 9 78) 

management. rhanncls etc ; Analysis of 

(«“■ < b > SeM?ng°Expenset,*Sa lei** O' d p'rofi,' Statement, Debtors Con- 

6. A fiequeni'complaint'rriade bymana.emen, is that cos. reports arrive 

too late to be of any value to the executives condition and how it can 

What are the main contributing causes c (i.C.W.A. Inter Dec. 1979) 

be remedied ? 
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j T lias already been slated in the previous chapter that costing data 
can be presented by the cost accountant to the management in 
the form of reports-routine or special, diagrams and charts etc 
We have already discussed about the cost reports in the previous 
chapter. Even a report may contain some charts and diagrams 
besides certain narrative and descriptive facts. The present chapter 
has been devoted completely to the graphic and diagrammatic re¬ 
presentation of the costing information. 

Diagrams and charts present information in a simple and 
effective way. They make the information look attractive and 
impressive. The reader is relieved from the mental strain that he 
may have to undergo while reading a report which contains purely 
figures. They leave and unforgettable impression on the mind. 
According to A.L. Boddington, ‘The wandering of a line is more 
powerful in its effect on the mind than a tabulated statement, it 
shows what is happening ar.d what is likely to take place, just as 
quickly as the eye is capable of working’. However the diagrams 
and graphs have their own limitations. We are explaining in the 
following pages the advantages as well as the limitations of present¬ 
ing costing information through them. 

Advantages of diagrammatic presentation 

1. Simple and easily intelligible. Diagrams and charts 
make the costing data simple and easily intelligible. One gets a 
cleat picture in short time o whatever is being presented t lire ugh 
them. 


2. Attractive ard impressive Visual aids attract the 

leader ar.d leave a lastirg iirpicssicn uptn him. The data are 
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generally uninteresting but the P lctorl fo°f":he reader 
chological advantage of catching th y M f different products, 
3. Comparability Data abou ‘ < t°‘ U com p 0ne nts of cost of a 
costs of a product for different compa throUK h diagrams and 
products etc. can be effectively .. hts the importance of Tele¬ 

graphs. The comparative study high g . inferences from 
vant factors and assist in analysing and drawing 

thC d T Help, in forecasting. The trends and tendenciesfor the 

future are portrayed effectively through g ra P 
enables the management to forecast on a proper 

5. Saving in time and labour. Visual aids relieves one from 

mental stream which may otherwise be there on a c , enerKY G f 
throughfigu.es. They thus, save .he prec.ou, t.me and energy o. 

top level management. 

Limitations of diagrammatic presentation 

1. Cautiousness and experience required. Drawing inter¬ 
pretations from diagrams and graph require expertence a " ’ 

Hurried interpretations by inexperienced people from diagrams, and 
charts may prove consequences fatal for the business. 

2. Degree of accuracy Diagram and graphs do not show 

the data perfectly accurate. They are generally based on approxt- 
mations. They are therefore appropriate for general guidance a 
not for taking specific decisions. 

3. luiwble to misuse. Diagrams and charts can give mis¬ 
leading results if not properly drawn. A department or a person 
may present information to the management in a way which suits 
the department or the person concerned. This may be done oy 
wrong selection of scale or method : 

Thus the visual presentation of data should be resorted only 
under certain safeguard and for explaining the significance ot some 
statistical fact in general. Specific investigations, require exhaus¬ 
tive analysis and ther* the diagrams and graphs may not be much 
useful. The selection of the type of diagram should be made alter 
• considering the nature of data the object of presentation, etc. In 
order to achieve the desired objective, the cost accountant should 
combine his knowledge, estimate, experience, rationale and impartial 
spirit. 

As explained before, data can be presented either through 
diagrams or graphs. We are first explaining the drawing of the 
various types of diagrams. 

Types of diagrams 

Diagrams may be of the following types : 

(•) One-Dimensional Diagrams. 

(t») Two-Dimensional Diagrams. 

(tit) Three-Dimensional Diagrams. 

(»v) Pictograms. 
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(t>) Cartograms or Map Diagrams. 

Costing data are generally presented through one-dimeniional 
or two dimensional diagrams. 

, i L ? nC dimensional diagrams. In case of these diagrams, 
tne length of the diagram is in proportion the values of different 
figures while the width of the diagram remains constant. Since 
only one dimension of the diagram depicts the significance of the 
data so they are known as one dimensional diagrams. In those 
cases where there is not much divergence in figures, one dimensional 
diagrams are generally used. 

These diagrams may be of two types : 

(t) Line diagrams 

(»’) Bar diagrams. 

(*' Line diagram. Where figures to be depicted are large 
m numoers with minor variations, line diagrams may be used. 

Illustration 200 

Represent the following data by a line diagram : 

Sales of 25 products of a company : 

(In thousand Rs.) 

150, 152, 152, 153, 154, 154, 156, 156, 157. 158. 160, 160, 161 

162, 163, 163, 165, 166, 166, 168, 170, 174, 175. 178 and 180 ’ 

Solution 

SALES OF 25 PRODUCT; 



Fig. 67 
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(it) Bar diagrams. 


They are of the following types. 

(a) Simple bar diagram. If the number of items to' be 
depicted is not large, bars may]be.used in place g* s 

better view. The bars may be broken if the comparative tig 

have a wide margin. 

Illustration 201 

Depict through a suitable bar-diagram the data about the pro¬ 
duction of power transformers in a factory during past five years : 

Years Production (thousand kW.) 


1974- 75 

1975- 76 

1976- 77 

1977- 78 

1978- 79 


1,413 

4,458 

5,663 

8.086 

8,871 


Solution 


PRODUCTION OF POWER - TRANSFORMERS 



1974-75 1975-7* l? 7 S->7 1977-7* !97*-79 

Years 


Fig. 68 

1 he figure< in the above illustration coulo also have been 
presented througn horizontal bars inplace of vertical bars. 

(6) Double-bar diagram. When two facts are to be repre¬ 
sented simultaneously to have a comparative view interse, besides 
k 16 com P ar ! son ( * ata for different years or places, two bars '•.an 
be drawn without leaving any space is between for one particular 
year or place. Different colours or designs mav be used to distineuish 
the aspects presented. 

Illustration 202 

Represent through double-bar diagram, the production of 
commodities A and B in a factory during different years. 
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Production in tonnes 


Years 

Commodity 

A 

Commodity 

B 

1975-76 

34-6 

no 

1976-77 

30*6 

10-4 

1977-78 

42*2 

23*3 

1978-79 

42*7 

26*5 


Solution 


PRODUCTION OF COMMODITIES A AND B 



Years 
Fig. 69 

(C) Multiple bar diagram. If more than two facts are to 
be compared, more than two bars are to be sketched on the pattern 
similar to one shown above. 

Illustration 203 

Sales of different products during 1976 to 1978 have been 
given hereunder. Compare the data through a multiple bar dia¬ 
gram. 


Products 

1976 

Sales (in lakhs of Rs. ) 
1977 1978 

A 

662 

376 

792 

B 

574 

219 

403 

C 

128 

127 

410 

D 

92 

64 

218 
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Solution 

SALES OF DIFFERENT PRODUCTS 

□ a E3C u° 



1976 1977 * 1978 


Years 
Fig. 70 

yd) Sub-divided bar Diagram. In order to show the totals of 
different figures and the sub-division thereof, bars may be sub-divi¬ 
ded. It makes two types of comparisons possible (t) changes in the 
grand total and (u) relative changes in the sub-divisions or compo 
nents. This diagram is also known as Component Bar Diagram. 

Illustration 204 

A Furniture Manufacturer supplies you the following data 
about his three products. Represent the same by a suitable diagram 
showing the amount of profit or loss per article. 


Particulars 

Chair 

Dining Chair 

Tabic 

Material 

10 

15 

20 

Labour 

8 

18 

20 

Other Exp. 

2 

5 

10 

Total Cost 

20 

Is 

50 

Selling Price 

25 

40 

45 
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Solution 


COST, SELLING PRICE AND PROFIT 
LQ SS OF THREE articles 

w— J ^atcr.ai CTI Misc. Exp. 
L_1 Labour ‘Ki*9Prr.*;t 



Fig. 71 

The sub-divided bar diagram may be prepared to highlight the 

C ^. e .° ft l ied,ffercnce amon S components only and not the 
otals. This has been shown in the following illustration 

Illustration 205 


Incremental Revenues and Incremental Costs of three alter- 
nauves are given below Represent the data through Sub-Divided 
bar-Diagram showing difference. 


Alternative 


Incremental 

Revenue 


Incremental 

Cost 


1 

II 

III 


300 

350 

150 


Rs 

250 

380 

320 
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Solution 


INCREMENTAL REVENUES & INCREMENTAL 
COSTS OF THREE ALTERNATIVES 


n 

«/: 

40Cr 

u 

u 

<4 

350 • 

«/> 

<i> 

3 

3CO - 

C 

c 

> 

p 

250 ■ 

cr 

200 ■ 

*-> 

r 

w 

150 • 

w 

O 

t. 

i; 

‘'CO - 

c: 
—« 

50 - 




V S 


^L_L 



1—i 

Ixv 1 




U_j 



Revenues 

Costs 


* * * 

[ ■' 


m 


A:tnrnotivc3 


Fig. 72 

Sub-divided bars may be depicted on a percentage'basis. If 
the relative changes of different compoments and not the totals, are 
to be compared, percentage sub-divided bar diagram may be drawn. 
The total is taken as 100 and the values of different break-ups are 
expressed in the term of percentages. Thus the bars do not differ 
in length at all. 

Illustration 206 

Show, by a suitable diagram, the relative change in the ele¬ 
ments of cost and profit or loss per steel chair during the years 1958, 
1968 and 1978. 
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1958 

T 


1968 

1978 

E 






r 


1 


« 

I 

€ 

£ 

^ ' /\a# v\Ar 

w> 

06 

w 

a 

s 

o 

a 

< 

Percentage 

I? 

is 

<j£ 

• 

a 

3 

o 

1 

V 

1 

a 

6 

o 

w. 

— 

•If 

a 

if 

u£ 

<2 

** 

e 

3 

o 

E 

< 

Percentage 

If 

11 

per 

Cnair 










(a) Material 

8 

32 

32 

10 

25 

25 


Q 

40 

(b) Wages 

(c) Polishing 

7 

28 

60 

12 

30 

55 


H 

80 

etc. 

5 

20 

80 

15 

37*5 

92-5 

15 

30 

110 


20 

80 


37 

92-5 


55 

110 

Profit/Loss 

5 

20 

100 

3 

7-5 

1000 

-5 

-10 


Solution 

25 

t 

100 


40 

1000 


El 

100 



COST PROCEEDS PROFIT OR LOSS 
PER STEEL CHAIR 

Polishing etc 
Profit 








Fig. 73 
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(eft) D no-directional bar-diagram. If the opposite varia¬ 
tions eg., positive and negative variations, profit and loss, surplus and 
-deficit etc. are to be shown duo-directional bar diagram is the most 
appropriate one. The representation may be on a horizental axis or a 
vertical axis. 

Illustration 207 

The following is the variation in the standard and actual pro¬ 
duction in ten products in a concern. Show the variations through a 


suitable bar-diagram. 


Products 

Standard 

Actual 

Variation 

A 

Production 

300 

Production 

340 

+40 

B 

230 

280 

+ 30 

C 

450 

475 

+25 

D 

SCO 

515 

+ 15 

E 

300 

310 

+ 10 

F 

400 

390 

-10 

G 

350 

335 

-15 

H - 

400 

370 

-30 

I. 

450 

410 

-40 

J 

350 

300 

-50 

Solution 

DUO DIRECTIONAL DIAGRAM 


SHOWING POSITIVE AND NEGATIVE 
VARIATIONS IN TEN PRODUCTS OF A CONCERN 



50 -40 -30-20 -lO O 10 20 30 40 50 
Negative-*-Variations -••Positive 


Fig. 74 


COST ACCOUNTING 

W dU « rmm Under duo-directional dia- 
”V e , da,a 316 presented on an absolute basis and hence the 
” V rP'‘ ® ut when such data are to be shown on 
' Sl il?K g bar f ,ag re ms “e useful. The total lengths 
of 311 the bars would be equal to 100% and the percentages of oppo- 
site variations are depicted m opposite directions. " 

Illustration 208 

The following are the percentages of defective and non-defe- 
ctive articles produced during last six months. Show it through 
Sliding Bar-Diagram. B 

Mon,h Percentage of Percentage of 

January Detet.ves Non-Effective 

February IS 29 

March 2S 

May S ™ 

June 20 on 

Solution 80 


PERCENTAGE OF DEFECTIVE 
AND NON-DEFECTIVE ARTICLES 



Defective □ Non-defective 



Defective •/• Non-defective •/• 

Pig. 75 

2. Two-dimensional diagrams. If in place of change in 
one direction % e. the* length or width, the chage in two directions or 
dimensions is resorted to, the diagrams are called two-dimens : onal 
diagrams. The comparisom of facts is made on the basis of area of 
diiierent diagrams and therefore, such diagrams may also be known 
as ? rea or surface diagrams. The relevent area is in proportion to 
th : relevant data under such diagram. 

Three-types of two dimensional diagram are in use : 

(*) Rectangular Diagrams. 

(h) Square Diagram*. 

(iu) Circular or l ie Diagrams. 
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1. Rectangular diagram. The length and the width are 
multiplied to compute the area of a rectangle, which has unequal 
length and width. The rectangular diagrams are best suited to show 
the budgeted or actual figures of costs, profit and revenues, number 
of employees and their remuneration etc.. Rectangular diagrams 
are of the following types. 

(*) Simple rectangular diagrams. 

(tt) Sub-divided rectangular diagrams. 

(m) Percentage sub-divided rectangular diagrams. 

Each one of the above have been explained by way of itttistra- 
tions in the following pages. 

Illustration 209 

A dealer has sold 100 articles of quality *A’ and 150 articles of 
quality *B’ at the rate of Rs. 20 and Rs. 40 per article respectively. 
Represent the data by a suitable Diagram. 

Solution 


SALE AND SALE PROCEEDS 
OF A AND B ARTICLES 



No of articles sold 


Illustration 210 F ' 8 ?6 

, Represent the following data through a suitable diagram to 
show production cost, proceeds and the quantity sold. 8 

Particulars a Item B 


Cost of production (per unit) 
Direct Material 
Direct Wages 
Overheads 


Selling price 
No, of units told 


Item A 
Rs. 


Rs. 


8 

8 

4 

ft 

2 

2 

IT 

16 

16 

20 

600 

1,000 
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So lotion 


3c TAILS O- COST AV» PROFIT 
C“ THE T*/.G ilf.N'C SO-O 



600 1000 
Units sold 

Fig. 77 

Illustration 211 

Details of cost, selling price and quantity sold, of three com¬ 
modities are given below, represent the data by a suitable diagram, 
so that the costs may be relatively compared. 


Particulars 

X 

% 

Y 

Z 

Price per unit 

Rs. 3 

Rs. 4 

Rs. 5 

Quantity sold 

100 units 

80 units 

70 units 

Elements of Cost: 

Rs. 

Rs. 

Rs. 

Direct Material 

120 

96 

175 

Direct Labour 

105 

128 

140 

Overhead 

30 

64 

70 

Profit/Loss 

45 

32 

—35 
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Solution 


Commodity X 


Commodity ¥ 


Commodity Z 



Elements 


of 

costs 

£ 

8 > 

<o 

|| 

£ 

a 

V 

00 

CO 

If 

Z 

i 

u 

Q0 

CO 

a 


| 

< 

1 

o. 

11 

s 

4 

I 

a § 

o 

E 

< 

u 

U 

s 

Direct Material 

120 

40 

40 

96 

30 

30 

175 

50 

Direct Labour 

105 

35 

75 

128 

40 

70 

140 

40 

Overhead 

30 

10 

85 

64 

20 

90 

70 

20 

Profit/Loss 

45 

15 

100 

32 

10 

100 

—35 


Total Sales 

300 



320 



3J0 




50 

90 

no 



Fi«. 78 


2. Square diagrams. If the variations in the given values 
are so much that it is not possible to depict the data through bars or 
rectangles, square diagrams are suitable. The length and the width 
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of a square are equal and the two are in proportion to the square- 
root of the figure to be shown through a square diagram. Square 
diagram may be simple, or sub-divided. 

Illustration 212 

Prepare a sub-divided square diagram to represent the follow¬ 
ing data : 


Details relating to working force in two factories : 


Factory 

Skilled 

Semi¬ 

skilled 

Unskilled 

Total 

sq. root 

A 

1,000 

3,000 

6,000 

10,000 

100 

B 

80 

80 

240 

400 

20 


Solution 


a Non-sKilied 
Semi-skilled 
Skilled 


f~~l 

Factory B 



Factory m 


Fig. 79 


3. Circular or pie diagrams. The area of a circle is equal 


to -r 2 


22 

7 


(radius) 2 and hence the length of the radius is to be 


calculated. The square-roots of different figures are computed and 
the lengths of radius of different circles are proportionate to different 
square-roots. Circles may be simple or sub-divided. Circles gives 
a better impression than the squares and therefore generally the 
former is preferred to the later. 

Illustration 213 


You are supplied with the data regarding minimum, maxi¬ 
mum and average salary paid to the employees of a concern. 
Represent it through a circular diagram. 


Maximum salary per mooth 
Minimum salary per month 
Average salary per month 


10.000 

100 

625 


Solution 

The radius of circles has been calculated thus : 

Rs. Square-root 


Radius 

(dividing by 25) 

40 

0-4 

1*0 


Maximum Salary 
Minimum Salary 
Average Salary 


10,000 

100 

625 


100 

10 

25 
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MONTHLY SALARIES OF EMPLOYEES 
OF A CONCERN 




The budget outlays for Product A and B are shown in the 
following table. You are asked to represent it through a Sub- 
divided Circular Diagram._ 


Elements 


Product 

A 


Product B 


Amount 

Percen¬ 

Angle 

Amount 

Percen¬ 

Angle 

of cost { 

(Rs. 

crores) 

tage 

Degrees 

(Rs. 

crores) 

tage 

Degrees 

Direct 







Material 

Direct 

1,089 

12-7 

46 

2,728 

17-2 

62 

Labour 

Factory 

665 

7-7 

28 

1,087 

6-8 

25 

overheads 

Adminis¬ 

1,252 

146 

52 

2,448 

15-4 

55 

tration 







overheads 

Selling 

overheads 

1,967 

229 

82 

3,631 

22 8 

82 

2,112 

24*6 

89 

3,237 

20*4 

73 

Total 

Cost 

7,085 

82-5 

297 

13.271 

82*6 

297 

Profit 

1.491 

17*5 

63 

2.771 

17*4 

63 

Toial 

Sales 

8,576 


360 

15,902 

100 0 

360 

Square- 







root 

92,6 



126-1 



Radius 

(-40) 

2*3 



3*2 
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vie 

Solution 


BUDGET OUTLAYS: PRODUCTS A AND B 



Direct materiel 
Direct labour 
F O 
A O 
S O 
Prefit 


Product A 


Product B 


Fig. 81 

Illvistratioa 215 

Prepare percentage sub-dividad circular diagram with the 
help of figures in Illustration 214. 

Solution 

CUDGET OUTLAYS PRODUCTS A AND B 



Direct material 
Direct labour 
F O 
A O 
S O 
Profit 



Product a 


Product D 


Fig. 82 
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Graphic Presentation 

So far we have studied about the presentation of the costing 

data through Various diagrams. In case the data relates to d^fferen 
periods, graphic presentation gives better results. This «s because 
in case of graphic presentation an element of continuity is maintain 
ed and forecasts for the future can easily be made, which is non . 
in case of diagrammatic presentation. Moreover, whenever numot. 
of variables arc large, diagram becomes very much complex and. 
intricate, whereas graph removes this hanoicap. The graphs a., 
more accurate and clear. They are more comprehensive and- ihet 
construction is relatively simple However, graphic prese.itat.o. 
also suffers from certain drawbacks. 1 he knowledge about ll. 
exact values cannot be gained and perfect accuracy is a m; i. 
Besides, fallocious conclusions may be drawn if presentation . 
faulty Thus graphs partray only the general trends and tendency 
of the data. Graphs do not look so attractive and impressive a 
diagrams. Of course, both have their utility as statistical aids to th. 
fulfilment of the goals laid down by the management. 


Graphs may be : 

(») Historigrams. 
(»») Histograms. 


Historigrams. Historigrams are those charts which present 
data pertaining to time series. Different types of historigrams may 
be drawn having regard to the nature of data to be presented. Some 
of the important types of charts are as under. 


(a) Net balance chart. Net balance charts may be prepared 
to show the differences of costs, selling prices, profit or 
loss. 


Illustration 216 

Represent graphically the following data of selling price, costs 
and profit/loss on articles produced by a concern 


Yeaj_ 


Selling 

Price 

Cost 

Profit/Less 



Rs. 

Rs. 

Rs. 

1974 


2,000 

1,500 

• +500 

1975 


2,500 

2,400 

+ 100 

1976 


1,600 

1.800 

-200 

1977 


1,500 

1,300 

+200 

197X 


1,700 

1,800 

-100 
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Solution 


COST. SELLING PRICE A NO PROFIT OR 


LOSS OF A CONCERN 



Years 


— Selling price —Cost — Profit loss 
Fig. 83 

(6) Silhouette chart. Silhouette chart is prepared in case 
only the negative and positive differences are to be shown by means 
of a graph. 

Illustration 217 

Show the Profit or Loss position of a concern for different 
years graphically. 

Year 1974 1975 1976 1977 I 97 g 

Profit/loss (Rs.) +500 +100 -200 +200 -100 
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Solution 


PROFIT/ LOSS POSITION 
OF A CONCERN 
IHl 111 Profit ED Loss 



1974 1975 1976 1977 1970 

Years 

Fig. 84 

(c) Range chart. Range or zone charts are used in ***** 
comparison of maximum, minimum and average levels is to be 
made. 

Illustration 218 

Construct a graph from the following data relating to different 
stock levels of an industry at Delhi : 


Year 

Min. Level 
Units 

Max. Levei 
Units 

Ordering Level 
Units 

1972 

200 

500 

300 

1973 

250 

600 

320 

1974 

220 

550 

310 

1975 

280 

600 

330 

1976 

250 

500 

320 

1977 

300 

700 

400 

1978 

400 

750 

480 
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Solution 



-Maximum level 

-Ordering level 

-Minimum level 

Fig. 85 


(d) Band graph on component part chart rv™ 

part chart may be prepared if the valu^are sub-divided and «te 

cumulative values have a s.gn.ficance in the process of analysis. 


Present the components of 
through a suitable graph. 

total cost in a 

factory at Jaipur 

Year 

Material Labour 

Cum. 

Total 

Factory 

Expenses 

Cum. 

Total 

Office 

Expenses 

Total 

1772 

KS. 

Rs. 

Rs. . 

Rs. 

Rs. 

Rs. 

Rs. 

10.000 

5,000 

15,000 

2,500 

17,500 

2*500 

20.000 

1973 

13.000 

6,500 

19,500 

2.900 

22,400 

2,600 

25,000. 

1974 

15,000 

8,000 

23,000 

4,000 

27,000 

3,000 

30,000 

1975 

14,280 

7,560 

21.840 

3,500 

25.340 

2,660 

28,000 

1976 

18,720 

$.540 

28,260 

4.320 

32,580 

3,420 

36,000 

1977 

o fin j l 

20.500 

11,000 

31,500 

5,000 

36,500 

3,500 

40,000 

1978 

26,COO 

13,700 

36,700 

6,400 

46,100 

3,900 

50.000 
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COMPONENTS OF TOTAL COST 
IN A FACTORY AT JAIPUR 


20 000 


Years 



Office Expenses 
Factory Expenses 
Labour 
Material 


Fig. 86 


% 


Illustration 220 

Represent the data given in Illustration 219, through a percen¬ 
tage component part chart. 


Year 

1972 

1973 

1974 

1975 

1976 

1977 

1978 


So lution 

Percentage Components of Total Cost in a Factory at Jaipur. 


Material 

Labour 

Cum 

% 

Factory 

50 

25 

75 

12-5 

52 

26 

78 

11-6 

50 

2667 

7667 

13-33 

51 

27 

78 

125 

52 

26-5 

785 

12 

51*25 

27-50 

78-75 

12-50 

52 

27-4 

794 

12-8 


Cum 

Office 

Total 

% 

Expenses 

% 

87-5 

125 

100 

89-6 

104 

100 

90 0 

10 

100 

90-5 

9-5 

100 

90-5 

9-5 

100 

9125 

8-75 

100 

92*2 

7-8 

100 
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PERCENTAGE COMPONENTS 
OF TOTAL COST 
IN A FACTORY AT JAIPUR 
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Histograms : 

These are frequency curves. When the data have been classi¬ 
fied on the basis of continuous class-intervals, each class possessing 
certain items, the data may be presented through histograms In 
case the cumulative frequencies or totals of figures in different classes 
groups are plotted, the curve drawn is known as an ‘ogive* curve 
It may be presented in an ascending or a descending order. 

Illustration 221 

Prepare a Cumulative Frequency curve from the following 
data ol the units produced by workers of a factory during a day : 

Units 10-14 15-19 20-24 25-29 30-34 35-39 40-44 

No. of 

Workcrs 5 8 15 20 16 10 6 

Solution 


The data given will have to be converted into a cumulative 
frequency series for drawing the curve . 

Less than 15 20 25 30 35 40 „ 

Cum. freq. 5 13 28 


30 

48 


35 

64 


40 

74 


80 
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UNITS PRODUCED BY WORKERS 
OF A FACTORY DURING A DAY 



Units Produced 


Fig. 8R 

Illustration 222 

Draw a ‘More than Ogive’ curve on the basis of data eiven in 
Illustration 221. 

Solution 

The data will have to be converted, into a cumulative frequ- 

ency series for drawing the curve : 

More than 9 14 19 24 29 34 39 

Cam. freq. 80 75 67 52 32 16 6 


UNITS PRODUCED BY WORKtPS 
OF A FACTORY DURING A OAV 



Fig. 89 
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Note. The students are advised to refer also to Figures 1 to 
4 (pages 17 to 19) in chapter 1 on General Principles, Fig. 2 (page 
47) in chapter 2 on Materials, Fig. No. 58 to Fig. No. 62 in Chapter 
15 on Marginal Costing for application of graphic aids to grasp the 
subject matter relating to this chapter. 

QUESTIONS 

THEORETICAL 

1. Write a detailed note on the presentation of costing data through 

diagrams and graphs with suitable illustrations. 6 

2. Explain the utility and limitations of presenting costing information 
to management with the help of visual aids. 

3. Illustrate how would you depict the costing data through : 

(/) Sub-divided bar diagram, 

(//) Sub-divided pie diagram, 

(///) Duo-directional bar diagram, 

( tv ) Component part chart. 

4. Write notes on : 

(0 Silhoutte chart, 

(//) Range chart, 

(i7/) Net balance chart, 

(h>) Sliding bar diagram, 

(v) Component bar diagram. 

PRACTICAL 

5. Show the following data through Percentage sub-divided Bar 
Diagram : 


Cost, Proceeds, Profit or Loss per Chair during 
1968, 1973 and 1978 



Particulars 

1968 


1973 

1978 


Cost per chair • 







Rs. 


Rs. 

Rs. 


Material 

450 


7-50 

10*50 


Wages 

300 


5 10 

700 


Polishing 

1*50 


240 

3-50 


Total cost 

900 


15 00 

2100 


Proceeds per chair 

1000 


15 00 



Profit/Loss 

4-100 


nil 

-100 


6 . Represent the 

following data 

by a 

suitable diagram 

showing the 

difference between proceeds *nd costs. 




Proceeds and Costs of a Firm (in thousand rupees) 


Year 

Total Proceeds 

Total Costs 

Year 

Total Proceeds 

Total costs 

1973 

420 

39-5 

1976 

50-3 

45*6 

1974 

47-3 

41*7 

i977 

52-7 

461 

1975 

48*7 

50-5 

1978 

53 3 

55-7 
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•7 The fallowing tabic gives the percentage of cost and profit in reUtion 
sales for differed in a particular year. Show th.s information 


by asliding Bar Diagram : 

Commodities 
A 
B 
C 
D 
E 
F 

Profits or losses of 


Cost Percentage 
80 
70’ 

55 

75 

85 

70 


Profit Percentage 
20 
30 
45 
25 
15 
30 


8 . 


a firm for the last seven years have been 


below. 


Years 

Profit 

Loss 


Rs. 

Rs. 

1972 

40,000 

— 

1973 

25.000 

— 

1974 

— 

5,000 

1975 

— 

15,000 

1976 

15,000 

■— 

1977 

— 

25,000 

1978 

30.000 



9 . Construct an appropriate diagram to represent the following : 

Percentage Break-up of the cost of construction of a house in 

Delhi and Jaipur 


Particulars 


Cost in Percentage at 
Delhi J*tpur 


Land 

Labour 

Cement 

Steel 

Timber 

Bricks etc. 

Supervision etc 


40 

20 

15 

5 

5 

8 

7 


25 

25 

12 

8 

10 

15 

5 


10. Draw a suitable d.agram to present relative cos.s. Profit or Loss and 
the number of units sold by the three factories. 


Factory 

A 

B 

C 


Waees Material Overheads ProBtJUws No.ofumtiKrtd 

1.000 5.000 . 1.000 1.000 1.000 

2,000 3.000 W0 500 TOO 

1800 * non 700 — 500 ** 

11 . 

Year 
Net Profit 
(Rs. lakhs) 

12. Prepare Silhoutte chart from the data given below : 

Year 1969 1970 1971 1972 1973 1974 1975 1976 

Profit Loss +25 +28 -10 -13 -S +5 +17 +7 

(in lakhs of Rs.) 


Material 
5.000 
3.000 
3,000 

Present graphically the following net profits ol Kulkarm & Co. 
1969 1970 1971 1972 1973 1974 1975 1976 1977 

12 16 13 20 26 32 30 27 35 


1977 

-9 


1978 

38 


1978 

-6 
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JkCo..lilhi S f OWEr * phicaI,y ,hc different stock levels of Mohammad Hussain 


Year 

Maximum 

level 

1971 

210 

1972 

' 225 

1973 

240 

1974 

270 

1975 

282 

1976 

350 

1977 

390 

1978 

500 


Prepare a graph showing 
crcse manufacturing unit. 


UNITS 


Minimum 

level 

Average 

level 

180 

194 

195 

210 

203 

223 

230 

252 

235 

260 

305 

328 

320 

347 

407 

438 


the total cost and total production of a 


Year 

1974 

1975 

1976 

1977 

1978 


Production 
(in units) 
10,000 
12.000 
15,000 
17.000 
20.000 


15. Draw cumulative percentage 

data. 


Total Cost 

(Ri. in Laths) 

» 

25 

33 

40 

48 

frequency curves from the following 


Salary In Rs. 

No. of employees 
Firm X 
Finn Y 
Salary in Rs. 

No. of employees 
Firm X 
Firm Y 


2CC-250 25a 300 300-350 350-400 


7 11 20 

12 13 40 

500-530 550-600 600650 


10 

25 


8 

10 


25 

45 


400450 450500 

20 16 

30 28 
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Mechanised 
Accounting and Control 


"Manual aids are being replaced by mechanical devices in tvery 
JTX sphere of life and the field of accounting is no exception to it. 
In case of large and medium sized business houses use of machines 
for different types of accounting functions has become a matter of 
routine. Even small concerns are switching over to mechanical 
devices gradually. This growing use of mechnical devices for the 
accounting work is basically due to two reasons : 

• (i) The growth in the size of business results in larger accoun¬ 
ting work to be completed in a limited time. 

(«) Growing complexities of modern business require more 
detailed and correct analysis of accounting and statistical data to 
be supplied to the management promptly for controlling business 
operations. ' 

Mechanised accounting system implies carrying out most of 
the accounting work (i,e. recording, classifying, summarising and 
interpreting of the accounting information) by the help of mechani¬ 
cal devices. Mere use of some calculating machines or other 
labour saving devices does not mean that the concern is having a 
mechanised accounting system. 

Machines used in mechanised accounting 

The following are the different kinds of machines which are 
used by a concern using mechanised accounting system : 

, (i) Calculating and adding machines. 

(ti) Book-keeping and accounting machines. 

(tii) Punched card or tabulating machines. 

(iv) Electronic computers. 
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A brief description about each of these kinds of machines has 
been given later in the chapter. 

Factors to be considered before introducing mechanised 
accounting. 

The following factors must be considered before introducing 
the system of mechanised accounting in an organisation. 

(0 Quantum of work. The quantum of work to be handled 
by the machines should be ascertained before the acquisition of 
machines. Adequate accounting work should be available. 

(ti) Availability of finance. In case the equipments/ 
machines have to be purchased, the sources of finance, their cost 
repayment schedule etc. must be carefully looked into. 

(Hi) Cost-benefit analysis. The machine should be an 
economical proposition. The cost of acquiring the machine or 
machines should be compared with the likely profits to be derived. 

( iv) Accuracy of standards. If higher degree of accuracy 
is desired, it can be achieved with the help of accounting machines. 
Their use therefore in such cases is recommended. However, proper 
feed back is a basic necessity. 

{v) Availability of qualified staff. The use of mechanical 
devices need a properly trained and qualified staff. In case such 
staff is not available, the existing staff may have to be trained, if 
possible, or new qualified and trained staff will have to be 
recruited. 

(vi) Nature of work. In those cases where accounting work 
is more of less a repititive nature eg. additions* subtractions 
etc. accounting machines should be used since they considerably 
lessen the monotony of such work. 

(m) Time factor. Where final statement are readily required 
after supplying basic accounting information to the concerned 
persons, the use of mechanical devices will be considerably useful. 
For example, where a large workers force has to be paid weekly 
wages, accounting machines will considerably hasten the process of 
preparing pay rolls. 

(t nix) The objective. The objective to be achieved by the 
management should be capable of effectively achieved through the 
use of accounting machines. 

Preliminaries to setting of the mechanised accounting 

system. The following steps will have to be taken before, intro¬ 
ducing the system of machanised accounting in an organisation. 

(t) Restructuring of organisational set-up. The present 
organisational set-up must be overhauled so as to suit the require¬ 
ments of mechanised accounting system. 

(ii) Preparation of new forms and documents. Certain 
new forms and documents will have to be prepared so that necessary 
basic data may be fed into the accounting machines. It depends 
on the type of machine to be used and the nature of work involved. 
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(m) Re-cUssification of items. The accounting items 
have to be regrouped according to the system and the old classi¬ 
fication might have to be changed so as to adjust according to the 
behaviour of the new machines. 

(tn) Codification system. Machines can accept data only 
in the coded form. Hence proper codification, is required before we 
can actually put the machines into operation. 

(v) Training of staff. The existing staff has to be trained 
and equipped with modern technical know-how of mechanical 
aids. 

(t n) Selection of cards. When punched card accounting 
system is to be employed, the selection of cards poses a problem. 
The card can be chosen only after considering the nature of data 
and the quantum of expenditure. 

Integrated data processing 

The term ‘data processing’ refers to the processing or handling 
of various kinds of data connected with business operations. It 
includes collection, classification, analysis and reporting of business 
information. A minually operated simple book-keeping system 
can also be regarded as data processing. 

Integrated data processing is a system in which several phases 
of data processing (and handling of various types of data) i.e. 
collection, classification, analysis and reporting of information are 
unifiii in such a way that they have a common link and there is a 
co.v.inuous fl >w of data in a systematic and orderly fashion. It 
implies co-ordination of activities at all levels of organisation and 
stream’ining of admin'.it rat ion. The advantage of integrated system 
is tin. an element of continuity and smoothness in the flow of data 
is achieved which helps in timely controls. The co-ordination and 
synchronisation gives a sense of satisfaction and inculcates mutual 
trust and c > ifilenc; am >n* p*ople working at different organisa¬ 
tional levels. 

Accounting with adding and calculating machines 

The adding machines are primarily used for summarising 
and controlling t otal work. They can be manually, but are more 
often electric ally operated and have facilities such as total and sub¬ 
total, repeat, non-add, correction etc. The printed record is shown 
o 1 a tally roll which in helps in checking and group totalling. 

These machines are widely used by the accounts department 
for totalling material requisitions, piece work records, job cards, 
pay roll figures, cheques received through post etc. 

Accounting with book-keeping and accounting machines. 

These machines are used for classifying and summarising 
accounting information. They are of different types. Some of them 
have standard typewriter keys, twelve numeral keys and some regis¬ 
ter keys. Others provide notations by means of abbreviations e g. 
'GDS’ for ‘goods’ while still others are fitted with a large number 
of adding registers for analysis purposes. A keyboard controls the 
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operations and a pre-established 'programme bar' is used for 
spacing, duplicating and totalling purposes. The 'programme bar* 
is kept as an interchangeable unit. This helps in shifting from one 
routine to another in no time. 

Book-keeping and accounting machines are used for the follow¬ 
ing purposes. 

(i) Preparation of the pay roll. 

(•*) Posting and analysis of cost records such as stock ledgers, 
job cards, materials abstract, wages abstract etc. 

(m) Posting of purchases, sales and other cost ledgers, writing 
of cash receipts and payments etc. 

Advantages of book-keeping and accounting machines. 

The following are the advantages of accounting machines : 

1 • They provide useful accounting data in a variety of ways 
at a much lower cost. 

2. They bring economy in operation since they save a lot of 
manual work. 

3. They help in preparing simultaneously a number of state¬ 
ments. 

4. They eliminate drudgery of accounting work by doing 
calculating, casting, balancing, posting etc. 

5. They prepare neat and accurate accounting statements. 

6. They help in disposing of the work at a good speed. For 
example, in case of companies divided warrants can be sent to the 
shareholders within a few days of dividend being declared on 
account of the accounting machines 

Disadvantages of book-keeping and acconhting'machines. 

The use of accounting machines may result in the following 
disadvantages. 

1. Accounting machines require a sufficiently good invest¬ 
ment which may prove costly to the business in t**rms of interest, 
depreciation etc. 

2. Handling of accounting machines requires a properly 
trained and qualified staff. This increases the labour cost. 

3. The number of mistakes may be large both due to the 
failures of the machines as well as incorrect handling of machines. 

However, these disadvantages are superfluous and accounting 
machines are definitely an asset for a big business. 

Accounting under punched card system 

Punched card system is the oldest and fnost pqptfar method 
of encoding information in a ‘ machine sensible*’ or “rjnachine read¬ 
able form". 

The essential feature of a punched card system is that there is 
one manual operation which records an accounting event by means 
of perforations in a card, after which, the data can be automatically 
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arranged and processed accurately with associated data at high 
speed' Thus the system of accounting m which data arctr 
cribed into a number of performations in a punched ca , b 
as punched card system. Data are recorded in code numbers by 
making holes in the card. 

Supporting machines. The supporting machines which are 
commonly used for operation of the system are as under - 

(») Punching machine. It is used to punch holes on cards 
of standard design to record the input data. 

( a) Verifier. The function of this machine is to check the 
data punched on the cards. 

(in) Sorter. The primary task of this machine is to arrange 
punched cards in accordance with the predetermined sequence to 
facilitate further operations. 

(» v ) Tabulator. Its use is in the process of adding, subtrac¬ 
ting and making other calculations of the input data and in the 
Process of preparing output data in the form of printed statements, 
ledger accounts etc. 

(t?) Collator. It is used to merge, segregate, or collate 
punched caids in accordance with actual requirements. 

(vi) Multiplier. It is employed to make computations on 
input data and punch the output data on the cards fed into the 
machine. 


(vii) Reproducer. It is used for the reproduction of data on 
new cards, gang punch data of a master or pilot card on a pack of 
cards followed by it and for punching output data of a tabulator on 
balance cards. 


Operation of the System 

(t) The card. First of all, the card has to be properly 
selected, because it is the medium of the whole system. A card 
may contain 20, 40. 80 or even more columns according to the size 
of the card, which depends on the quantum of data to be fed. The 
card is divided into several portions or “fields”. The size of the 
field depends on the maximum number of digits or letters to go in¬ 
to each field, tabulate etc. have also to be given in code numbers. 

(ti) Coding. Coding is essential since machine accepts data 
in the form of codes only. All accounting information is to be 
changed in the iorm of numerical codes before it can be a actual ley 
punched on the cards. Moreover, the instructions like “add” 
“deduct’’, multiply “tabulate” etc. have also to be given in code 
numbers. 


(ut) Punching. Punching is done by key punches. The 
information is punched into the card from an original source docu¬ 
ments, arranged to correspond with the fields of the card. The 
card is fed into the card bed of the key punch for punching. 

1. Wheldon’s “Cost Accounting and Costing Method$’M3th edition 

P. 695. 
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The key-punch contains a key board which has a number of 
keys, each key corresponding to one of the twelve position which can 
be punched in any one column of the card. Punching work can be 
done by a manual or automatic system. In a manual system, 
when a punch key is pressed, denoting say digit‘6’, a hole in the 
card is cut by a knife at the punching position 6’ in the proper 
vertical column and automatically the card shifts to the next posi¬ 
tion like a typewriter in order to bring the next column in the 
punching position. Under automatic system the whole information 
can be fed at a time and all the holes shall be punched simultane¬ 
ously when the key is pressed. 


(tv) Verifying. Errors may creep in picking up the data 
and therefore verification is essential. The verifying machine has 
a knife with a blunt edge otherwise it is similar to a key punch. 
Every card is independently verified. The verifier presses the same 
keys as^are applicable to original information. In case of wrong 
punching the knife will stick against the card and the verifier will 
come to know about the wrong punching. 

(v) Sorting. The arrangement of a pack of cards in a 
sequence following a desired group or classification is termed as 
sorting. This is done by passing cards a number of times through 
the sorter machine. Only one column of the card can be read and 
sorted at a time. The machine selects and sorts by sensing the 
punched holes. The sorting work is performed by electrically acti¬ 
vated brush which pushes the card into the right pocket. After 
sorting the cards, cards are collected in bundles and checked up by 
putting a long spike or needle through different holes for verifying 
the correctness of sorting. In case the card is put in the wrong 
pocket by the sorter, the spike will stick against the wrong card and 
will not pass through the batch of cards. 


(yt) Tabulation The process of reconversion of punched 
holes into information, their printing, insertion of sub progressive 
and grand totals at appropriate places is termed as tabulation. This 
is done by the tabulator. The tabulator thus translates the codes* 
back into plain language and figures. 

Application. Punched card system is applied mainly for 
following purposes. 

(») Materials. The fields of application are preparation 
of stock control reports and review of balance in hand, quantity 
on order, total requirements etc. average unit price of materials, 
valuation of inventory, computation of materials cost variances, 
preparation of materials receipts and issue summaries etc. 


(it) Labour. Computation of remuneration, preparation of 
wages sheets payroll, pay-slips, costs of labour, variances etc. 

(in) Overhead. Analysis of overhead, computation of 
overhead costs, variances etc. 


(»v) Cost control. Preparation of budgets, forecast state¬ 
ments, other cost control statements. 
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Pre.reqnisites for success of the system 

(i) Proper system of classification and codification A 

proper system of classification and codification must exist for the 
success of punched card system, since the machine understand 
numerical codes only. 

(it) Preparation of forms and documents. Goods 
received notes, material issues notes, wage cards, stores ledger etc 
are to prepared in proper terms in accordance with the needs 01 
the system. 

(Hi) Re-organisation of accounting system. The account¬ 
ing classification might have to undergo some changes so as to 
adjust to the requirement of the system. 

(tv) Verification system. A system of reconciliation must 
exist so that discrepancies, if any, are located in that delay. 

(v) Co-ordination. Proper co-ordination is required among 
various functions, departments, operations and jobs The purpose 
of obtaining prompt results shall be defeated otherwise. 


Advantages of punched card system 

(») Saving of time, labour and energy. Much of the 
time labour and energy are saved by the use of punched card 
accounting system. 

(ii) More accuracy with less cos's. The results are more 
accurate than otherwise obtained and the ultimate costs are also 
lower than otherwise incurred. 

(iti) Permanancy of records. The information obtained 
by the use of the system can be retained permanently for future 
reference. 

(it;) Confidence and reliability. Since the output is more 
accurate, it is more reliable and it creates a sense of confidence 
not only in the management but also among the employees and out¬ 
siders. 

(v) Promptness in reporting. The management requires 
regular reports. Moreover in times of difficulties special reports 
are required immediately. This can be conveniently and efficiently 
done if the punched card system is in operation in the business. 


Limitations of the system 

(i) Inadequate return on investment. Sometimes the 
investment may not be worthwhile, since the return is inadequate. 

(ii) Rigidity. The system lacks flexibility because of the 
size of the card. Computers do away with this dis-advar.tage. 

(tit) Problem of maintenance. It may be difficult to 
maintain the machines, because proper repairs facilities may not be 
available. 

(it;) Problem of co ordination. Different machine stages 
are to be integrated when the system is used for different office 
purpose. It is a bit ticklish affair. 
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(w) Difficulty in estimation * of cost and benefit. It is 

difficult to estimate the costs incurred in operating the system and 
the benefits derived out of it. Therefore, at times it becomes 
difficult to take a decision in favour of the system. 

Inspite of all these limitations the system is serving as an 
effective tool with the accountants and managers in their day-to-day 
working. 

Accounting with electronic computers 

An electronic computer is basically an automatic calculator. 
It has fantastic speed and flexibility. It is given a set of instructions 
by man, who is techanically known as •'programmer 0 and the 
s^t instructions given by him is technically known as ‘programme’. 
It stores these instructions and executes them one by one for a 
particular data processing task. 

According to International Standards Organisation a com¬ 
puter is a data processor that can perform substantial computa¬ 
tion. including numerous arithmetical and logical operations, 
without intervention by a human operator during the run.” Thus 
a computer has vast capabilities but still very compact. It can 
read flies, perform ar'.thmatio, and produce the printed output. In 
a way in tlie form of computer, some of the functions of the human 
eve?, brain and hands have been mechanised. 

Basic components of a computer 

A modern computer consists of five components. They are : 

ft) Input unit 

(it) Internal storage units 

Uii) Control unit 

(iv) Functional unit 

(v) Output unit. 

Input unit. The Input Unit receives the data from outside. 
Tt then feeds it to the concerned units. The data has to be in the 
language of the machine. The media adopted generally are any of 
the following types : 

(а) Punched card. 

(б) Punched paper tape. 

(c) Magnetic rape. 

(а) Punched card. As explained before, in case of this 
media the written data is converted into holes in a card with the 
help of a punching machine. The advantage with punched cards 
is they can read the data directly and can be arranged in any 
sequence according to the requirement. However they have certain 
disadvantages too. Firstly, the movement of the cards is very slow 
which causes considerable imbalance between input and processing 
of input data. Secondly, the cards require considerable space. 

(б) Punched paper tape. It is a variation of the card. The 
top is integrated with type-writer mechanism. The data are auto¬ 
matically punched when the basic data are typed on a continuous 
paper tape. It has the advantage of eliminating key punching of 
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the input data as the data are record*™ ggJfZ opti~l 

paper tape. But it is costly because of heavy payments 

readers.) ^ tape Magnetic tape is quite similar^ tojhe 

-tp^ecLrder as *U 

^i:!c ed ,kpe a ; a Th n e a da°.a be KSS 

spots by electromagnetic pulses. 1 he data pre y j 

can also be erased by recording new data over 

tape can be used both input-output recording media and storag 
device. 

Internal storage nnit This is also known as “Memory 
Unit”. It stores : 

(t) the data and the instructions supplied. 

(it) routine standards, flow charts, unit rates, conversion 
tables etc. 

(Hi) intermediate and final results produced by the computer 
during operation. 

The unit, when actuated, releases the required data to other 

Control unit. It is also known as programme unit’ or 
co-ordinator. It converts the programme into a series of activating 
impulses and also synchronises the work of other units. It may 
rightly be termed as the brain of the computer since it directs, 
modifies and control the sequence of operations as per the 
programme. 

Functional unit. It is also termed as “arithmetical unit . 
The unit performs all arithmetical operations required m. imple¬ 
menting the programme. The storage units supply the data or it 
necessary more data may be fed. 

Output unit. The unit gives the results of the processed 
data. For this purpose the processed data are fed into another 
external storage unit or are tabulated in ordinary language in this 
unit. The data so fed is presented in the form of reports etc. 
Tabulating and typing machines are attached to this unit for this 
purpose. 

The working of the different units of a computer can be put 
in the form of the chart given on the next page. 


units. 


Hardware and software 

Hardware are the devices which make up the computer 
system. According to International Standards Orgaaisation the 
term ‘hardware’ means, “physical equipment, as opposed to the 
programme or method of use ; for example mechnical, magnetic, 
electrical or electronic devices”. Therefore equipments such are 
key-driven card punch, key-driven card verifier, paper tape punch. 
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magnetic tape encoder, card reader, optical scannel etc. all come 
withm the scope of the term "hardware'*. 

COMPUTER FLOW CHART 



Fig. 90 

According to International Standards Organisation, the term 
software includes, “a set of programmes piocedurcs rules and 
possibly associated documentation concerned with the operation of 
the data processing system.** 

Thus the word ‘hardware’ stands for ‘‘computer equipment** 
whereas the term "software** stands for the means of controlling 
the computer equipment’*. 

Uses of computers 

A computer can process almost every type of information re¬ 
quired by a business house. Its area of operations are increasing 
day by dav However its application in the following: areas is most 
popular. 

(») Pay-roll accounting ; 
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(**) Inventory control ; 

(Hi) Linear programming ; 

( iv ) Input-output analysis ; 

( v ) System analysis ; 

( vi) Costing and budgetory control ; 

(vii) Integral accounting ; 

(viii) Feasibility studies etc. 

Requisites for an effective working of computer system. 

The following are the basic requisites for the effective working of 
the computer system. 

(») Integration of data processing activity is essential 
for saving of money and achieving centralisation of authority. 

(it) Centralisation of programming is required since the 
system requires special knowledge of equipment and programming 
languages. 

(«i) Classification of information System. The infor¬ 
mation system must be properly classified t.g. into major sections 
like financial, personnel and logisties, and into minor sections like 
marketing, research, planning etc. 

(iv) Separate processing of routine reports. Data 
about routine reports such as pay-roll, ledger preparation, stock 
record-keeping etc. should be separately processed. 

(v) Evaluation of effectiveness. The effectiveness of the 
activity should be evaluated to maintiain control. The performance 
appraisal is essential regarding the task accomplished, costs incurred, 
time taken, general impression about the department, utilisation of 
equipment etc. 

Advantages of a'computer 

(i) Accuracy, The computer is the most accurate mechani¬ 
cal device. 

(«) Speed. It is so fast that it leaves behind all human 
brains and other mechanical aids. 

(Hi) Always fresh. It is always fresh, never tiring unlike 
human beings. 

(iv) Memory. The computer can memorise a variety of 
items. It has great capacity to store. 

(v) Systematic presentation. The computer presents 
results in an orderly, and systematic way. Neat, and clear present¬ 
ation is an added beauty. 

Disa* . v tages 

(i) vy capital investment. A computer involves a 
very heavy amount of capital expenditure in the beginning, though 
the operating costs are very low. The setting up costs are also very 
high. 
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(•<) Inflexibility. The working of the computer is flexible 
Dut the computer are acquired is not capable of being adjusted 
according to the needs of the business house. 

(m) Staff problems. The introduction of computer renders 
* P a f* p‘ existing staff surplus. This may be due either because 
of their being not enough work or their unsuitability in the new 
set up. 

Advantages of a computer over punched card accountin g 

(») A computer can use various kinds of media such as 
punched card, paper tape, magnetic tape etc. for input 
of the data. However, a punched card machine can 
use only one media for input of data i.e. the punched 
card. 

(it) A computer is capable of performing a number of opera¬ 
tions regarding processing of data automatically once 
the basic information is fed into it. It does not require 
any outside intervention which is not the case with 
punched card accounting. 

(Hi) A computer can store both input and output data 
permanently. The data can be erased or revised when¬ 
ever necessary. Storing does not require much space 
particularly because of use of magnetic tapes. In case of 
punched card accounting, of course cards can be stored 
but they will need more space. Moreover, a card once 
used will become useless. 

Hiring the computer services 

A concern may take on hire the computer services instead of 
purchasing the computer. Such a step has the following advantages 
and disadvantages. 

Advantages 

(i) No investment. Puichasing of a computer needs huge 
investment. It can be avoided if the computer services are hired. 

(ti) No installation costs. Installation costs in case of com¬ 
puter are also quite heavy. There will be no such costs now. 

(hi) No routine operating costs. The concern will not 
have to spend anything towards the operating costs of the computer. 
It will simp./ have to pay the hire charges for use of the services. 

(iv) Service by experts. The organisation hiring out com¬ 
puter services have trained and qualified staff. Thus the work is 
done with greater accuracy, and efficiency. 

(v) No training costs etc. The necessity for getting the 
existing staff trained or recruitment of new qualified staff will not at 
all arise. Thus there will be saving in training and recruitment 
costs. 

(tri) Use only for specific jobs. The use of computers may 
be made only for specific jobs and not for routine jobs which can 
otherwise also be efficiently done without use of computers. 
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Disadvantages 

(i) Limited nse. The services of the computers can be 
used only for limited purposes on account of heavy charges. More¬ 
over, the services may not be readily available. 

(it) Heavy hire charges. The charges for computer 
services are quite heavy. Thus hiring may not be worthwhile. 

(tii) Delay in results . The concern may not get the requir¬ 
ed results at the time it wants. Dependence for computer services 
on an' outside agency may, therefore, result in heavy losses. 

Inspite of these disadvantages most concerns prefer hiring the 
services of a computer rather than owning it on account of^he 
advantages listed above. Specialised agencies have now started 
doing this job which has resulted in lowering hire charges and in¬ 
creasing efficiency. 

QUESTIONS 

1 What are the various factors to be considered for the introduction of 
machine accounting. What steps are required beforo such mechanisation 7 
What are the various equipments used in a machine accounting system . Explain 

^briefly the purpose of each. (IjC.W.A. Final) 

2 What are the main operations involved in a system of punched card 

accounting? Name at least five machines commonly employed under this 
system and explain their functions in brief. (/ C W A. Inter) 

3. Enumerate the advantages and disadvantages of punched card acco¬ 
unting system. - , (I.C.W.A. Inter) 

4. What are the main processes in Punahed Card ^counting 7 

the major advantages of a punched card accounting system. What advant age* 
Electronic Data Processing ( i.e . computers) have over the conventional Punctata 

Card Accounting ? (/ . C .IF.H. Inler N.S. Jam 77) 

5. Define the word •‘punching’* in the Mechanised Cost Accounting- 

(B. Com , Madurai, 1901) 
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Cost Audit 


AUDIT has been defined as a systematic examination of the books 
and records of a business or other organisation in order to ascer¬ 
tain or verify, and to reports upon the facts regarding its financial 
ope rat » ons anc * results thereof. Recently, the scope of audit function 
has been extended to new areas. Cost audit is one of these areas. 
According to the Institute of Cost and Management Accountants, 
London, cost audit means, "the verification of cost accounts and a 
check on the adherence to cost accounting plan". Thus, cost audit 
involves checking up the arithmetical accuracy of cost accounts and 
verifying whether the principles laid down have been followed or 
not. 

Functions of cost audit 

Functions of cost audit can be summarised as follows : 


(i) It verifies that the cost accounts have been correctly main¬ 
tained and prepared according to the system of cost accounting 
employed by the concern so as to serve both cost accertainment and 
cost control functions. 

(it) It ensures that, the costing planlaid down t e. prescribed 
routine of cost accounting (such as pricing of stores, allocati :»n and 
apportionment of overheads etc.) is being carried out. 

(tit) It detects and prevents errors and frauds in preparation of 
cost records. 

Scope of cost audit 

There aj*e two important aspects which come within the pur¬ 
view of co$f atjdit. They are *• 

(а) Propriety audit. 

(б) Efficiency audit. 

(a) Prporiety audit. It is audit concerned with such action 
and plans of management which have a bearing on the finance and 
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expenditure of the company. The cost auditor has not only to see 
that an item of expenditure is not only properly sanctioned ana 
supported by vouchers but also be justifiable on grounds of propriety. 
He has therefore to report : 

(i) Whether or not the planned expenditure could give opti¬ 
mum results. 

(n) Whether or not the size or channels of investment were 
designed to produce the best results. 

(m) Whether the return from investment in certain channels 
could be bettered by some alternative plan of action. 

(6) Efficiency audit. It is audit concerned with the appraisal 
of performance to determine not only that expenditure has been 
incurred according to the plan but also to see that the results have 
been obtained as planned. It starts with examination of plan (such 
as financial or other functional budgets) and extends to the compa¬ 
rison of actual performance with the budgeted performance and 
finding out reasons for variances. It thus ensures that : 

(») every rupee invested in capital or in other fields gives the 
optimum return ; and 

(it) investment in different spheres of the business has been so 
balanced that it gives maximum results. 

The cost auditor thus combines in himself the role of the 
Consultant and Financial Adviser. He helps the Chief Executive of 
the organisation in working out a sound overall judgement on the 
financial plans and performances of the company by co-ordinating 
the results of actions of the Heads of the various department. 

Financial audit and cost audit 

Though both financial audit and cost audit primarily aim at 
independent scruitny of the accounts of an organisation yet they 
differ from each other in certain vital respects. These differences are 
being summarised below : 

1. Accounts covered. Financial audit covers financial 
accounts while cost audit covers cost accounts. 

2. Objectives. The main objective of financial audit is to 
ascertain whether the final statements of accounts present a true 
and fair view of the state of affairs of the business or not. It is there 
fore mare of an honety audit. , While cost audit is concerned with 
analysis of figures so as to establish the cost of each identifiable 
activity. It mainly liys emphasis on propriety of expenditure and 
efficiency of performance. 

3. Approach. Financial audit is generally a postmartem 
check to ascertain that expenditure recorded has been really incurred. 
It is concerned with historical data only and has no suggestions to 
make for the future. Cost audit is concerned with budgets and 
standards and hence it has a forward approach. Moreover, the 
approach to treatment of different items such as interest on capital, 
depreciation, valuation of stocks et.c. is also reflected in the difference 
between cost audit and financial audit. 
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Cost audit and management audit 

Management audit is the appraisal of managerial performance. 

It is a comprehensive and critical review of all aspects of the mana¬ 
gement. It ensures that every stage of planning and operation, the 
accounting records, procedure and information are not only in 
accordance with the accented basic principles but also state the 
trends and facts correctly and faithfully. It concerns itself primarly 
with the results and with the ratios of inputs and outputs. It mea¬ 
sures in quantitative terms the various inputs that a manager uses in 
terms of man-hours, wages, materials, overheads or capital resources. 
The outputs are measured in terms of quantity, return or perfor¬ 
mance targets. 

Management audit is generally considered synonimous with 
the term “operational audit”. Its meaning and scope has been de¬ 
fined by Federal Financial Officer’s Institute, Canada 1 in the follow¬ 
ing words : 

“A systematic independent appraisal activity within an organi¬ 
sation for a review of the entire departmental operations as a service 
to management. The overall objective of the operational auditing 
is to assist all levels of management in the effective discharge of 
their responsibilities by furnishing them with objective analysis, 
appraisals, recommendations and pertinents comments concerning 
the activities reviewed.” 

In brief management audit is concerned with ascertaining 
whether affairs of managennmt are conducted efficiently or not. It 
thus takes cost audit also in its fold. 

Implementing authorities of cost audit 

Cost audit may be conducted on account of the requirements 
of any of the authorities stated below. 

(1) Government. The Government may order for cost audit 
for any of the following purposes : 

(а) For fixation of the fair prices of some basic materials e g. 
in order to determine the cost price of materials such as ferrous and 
non-ferrous metals, cloth, paper, petroleum products, sugar etc., the 
cost accounts officers of the Tarriff Commission examine the actual 
cost records of some representative factories. 

(б) For giving protection to certain industries. 

(c) In case of orders placed under cost plus contract system 
with the private parties. 

id) When there are reasons to doubt that prices are going up 
due to profiteering or production is hampered due to fraudulent or 
inefficient management. 

' Under section 209 of the Companies Act the Central Govern- 
men. has the power to order for maintenance of cost records in case 

1. Report of the FederaT Financial officers Institute Canada. December 
1967. 
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of certain classes of industries. This has been explained in detail 
later in the chapter. 

Cost audit done under the orders of the Government is also 
termed as “statutory cost audit.** 

(it) Labour tribunals. An industrial tribunal may order for 
coducting of cost audit for special purposes such as for deciding 
workers’ claim for more wages, for bonus, share in profits etc. 

(iti) Trade associations. In case different units engaged 
in the same industry are following uniform costing system, the trade 

association, if vested with such authority by the member concerns, 
may order for cost audit of member companies, to ascertain whether 
the costing procedure is being followed correctly. 

(iv) Management. Cost audit is also a part of general inter- 
al control measure. The management may order for audit of cost 
records to see that the costing data placed before the management is 
reliable and that if has sufficient details to enable it to take appro- 
j. '.ite decisions. 

Advantages of cost audit 

Cost audit is advantageous to management, cost accountant, 
statutory auditor and all other persons interested in the organisation. 
The advantages to the various parties can be summarised as 
follows : 

Advantages to management 

(а) The auditing of cost accounts acts as an effective tool in the 
hands of management for the detection of errors, frauds incon¬ 
sistencies and irregularities. The function of the cost auditor is ju«t 
like lubricating the machines so that effective, reliable and smooth 
functioning of the costing system is continued. 

(б) Greater reliability can be put on cost reports after cost 
audit and therefore, decision making can be made with more confi¬ 
dence. 

(c) Cost audit also serves as a medium of better understanding 
and liaison between persons at the helm of affairs and persons at 
the bottom. 

( d) Management gets constructive advice for day to day acti¬ 
vities of the business. 

(*) Audited cost accoun'- are helpful in makincr 'i^itcr-firm 
comparison. 

(/) The existence of cost audit has a great mcral influence as 
a result of which the efficiency is promoted. 

Advantages to cost accountant 

(t) The status of the cost accountant goes high on aecount of 
accuracy and correctness in computation of costing data. 

(ti) In case cost audit is done by an external auditor, he on 
account of his varied experience is helpful to the cost accountant in 
improving cost methods, solving his various problems and ultimateh 
raising the efficiency of the costing department. 
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Advantages to statutory auditor 

. (i ? Th r ;\ lalu,or y auditor can determine the scone 
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Advantages to shareholders and tax payers 
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(а) Efficiency or inefficiency of the management. 

(б) Proper or improper utilisation of resources. 

(c) Strong or weak points of the organisation. 

(■ d ) Productivity of materials, labour and machines. 

(«) Cost audit ensures that inventory of raw materials, v 
in-progress and finished goods has been properly valued. It ±£us 
helps in giving to the shareholders and the tax payers a much better 
picture of the concern. 7 lcr 

Advantages to the government and consumers 

(i) Government isensuredabo.it the correctness of the cost 
data in case of cost plus contracts. 

of the product*. C ‘ C ° S ' G ° VCrnment - fi»»g fair price 

(tii) Correct action can be taken by the Government in case 
management is found to be weak, inefficient or corrupt. 

(it.) In ca?e of “escalation clause” being inffltded in the con¬ 
tract, the contractee can be sure about the cost data if cost 
accounts have been audited by qualified cost accountants. 

(v) Cost audit pinpoints the areas where economy and effi¬ 
ciency can be achieved. Thus it contributes towards the betterment 
of national economy. cul 
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Coat aolit' technique* 

The techniques used by a cost accountant in the performance 
of hJo h b are similar to those used by an auditor of financial accounts. 
These techniques can be summarised as follows : 

1 Vouching. Vouching means inspection by the auditor ol 
a documentary evidence supporting and substantiating a transaction. 
In vouching \he auditor not. merely sees that the transaction is 
supported by a voucher b-S Wso check, ‘hat the transaction .s 
properly authorised, recorded and entered in the books of accounts 
For"example, in case of issue of materials, the auditor will see that 
there is a proper m iterial requisition slip against w.uch the materials 
hive been issued and such issue of materials ha, been properly 
recorded in the books. 

2 Checking and ticking. Check marks or tick marks with 
coloured pencil or pen are uied by the auditor to indicate that wsrk 
such as calculations, totals, polling, etc. have bssn checked. Rubber 
stamps may also be used for this purpose 

3 Test checking. In case the concern has a reliable 
system of internal control, the cost auditor may not carry a cent 
percent check but satisfy himielf by carrying out simply test 
checking. The selection of items may be done on the basis of random 

sampling. 

4 . Working papers, Copy of office manual, copies of im¬ 
portant decisions and procedures, codes of accounts etc. should be 
obtained by the cost auditor from the cost accountant. 

5 . Audit notes. The auditor should make a easeful and 
precise note of all materials facts discovered by him in the course 

of audit regarding which he will like to see* clarifications from ttfe 

officials concerned. In case he comes across certain errors or defects 
in the system of accounting or internal control in the organisation, 
he'jhould also note them down 

’ 6. Questionnaires. Auditor should frame certain question^ 
naires about important elements of cost. He should have the 
answers of the management in “Yes’* or “No” to these questions. 
Typical examples of such questionnaires regarding materials and 
labour are given below : 

Materials 


(a) Are Goods Received Notes prepared for all materials 
received ? 

. ( b) Are all materials received are duly inspected for quality 
and inspection reports prepared ? 

(c) Are all issues of materials made against proper material 
requisition slips ? 

(d) Are entries in Bin Cards made daily from Goods Received 

Notes ? ' 

(e) Are stores taken from bins recorded daily on bin cards ? 

(/) Are issue rates worked out correctly and in time ? 
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(?) Are stores ledger and bin cards maintained on perpetual 
inventory system 7 

(ft) Are all wastes and losses reported ? 

{%) Are safety devices in stores sufficient 7 

(j) Is stock verification carried out according to plans and 
corrective action taken if discrepancies are revealed on stock veri- 
fication 7 

Labour 

(•) Are the attendance records of the workers completed 
daily 7 

(»%) Are the gate passes made for workers going out of the 
factory on duty or for short leave 7 

(»ii) Is overtime work sanctioned by a proper authority 7 

(tv) Do the attendance records contain details of overtime 
worked 7 

(v) Are workers paid wages on the due dates in the presence of 
the concerned departmental official 7 

(vi) Are wages of absentee workers paid to other persons on 
presentation of proper authority letters ? 

(vii) Is reconciliation made of the attendance time and job 
time at regular intervals ? 

(vm) Are proper idle time cards maintained 7 

(»'x) Does the organisation keep proper records regarding rates 
of pay, allowances, increments due to workers 7 

(x) Are workers granted leave on proper authority and proper 
leave records maintained ? 

Cost audit programmes 

The Institute of Cost and Works Accountants of India, has 
brought out a booklet, “Cost Audit, its significance*’. Based on 
this booklet, we are giving below the functions which a cost auditor 
will have to perform in certain areas of production. 

(0 Inventory 

The Cost Auditor will examine inter alia, the following :— 

(а) Is the size of the inventory adequate or excessive compared 
with the production programme ? 

(б) Is the provisioning drill most economical ? 

(cV Docs it ensure optimum order size ? 

(rf) Docs it take into account the storage cost on the one hand 
and carrying cost on the other ? 

M Docs it take note of lead time of the various items or 
gr.nip* of items ? 

(/) Docs the receipt and issue system cause any bottleneck in 
production ? 
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( g) Does it involve too many forms and too much paperwork ? 

(h) Is there any room for reduction of inventory cost consis¬ 
tent with production needs ? 

(i) Is the inventory as per the priced store ledger and as 
certified by the Management physically correct ? 

( j) Is the same amount of attention and care given to moneys 
translated into material things like raw materials, stores and 
supplies of all kinds as is given to liquid cash ? 

( k) Does the issue of rkw materials make the production in 
accordance with the standard or schedule or otherwise or covered 
by authorised schedule ? 

(0 Is the expenditure of consumable stores within the 
standard ? If not why not ? 

(ii) Opening and closing stocks 

(l) The Cost Auditor will see, inter alia, the following : 

(а) that the opening stock is not unduly large compared with 
the volume of production during the year ; 

(б) that the opening stock against various jobr does really 
represent the actual physical stock in the production shop—and is 
not merely an accounting figure ; 

(c) that the responsibility of the Shop-foreman in the charge 
of the stock held in the production shop is clear and properly 
documented ; that he maintains proper record of actual consump¬ 
tion vis-a-vis the actual withdrawal from the stock. 

(2) Valuation and correct indication of closing stock in the 
Trading and Profit and Loss Account and in Balance Sheet is 
important. The Cost Auditor will examine and certify, inter alia : 

(а) that ihe physical verification is correctly carried out ; 

(б) that the valuation is correct with reference to actual cost 
of production and recognised policy for valuation ; 

(c) that the volume of closing stock is commensurate with the 
volume of production and that it does not reflect any failure- or 
bottleneck in Sales Budget or Production Budget. 

. (d) that the volume of unmoved stores is not aDnormal in 
comparison .with the normal rate of yearly consumption. The 
Cost Auditor will recommend disposal of such unmoved stores with 
consequent release of capital unnecessarily locked up to the advan¬ 
tage of the financial resources of the concern. 

(in) Stores issue procedure 

The Cost Auditor will see, inter-alia : 

(а) that withdrawal of materials from stores to production 
shop is scientific or covered by authorised schedule and permits 
receipts to be located ; 

(б) that there is no possibility of loss or pilferage of stock 
lying in the production sections ; 
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(c) that surplus materials and scraps arising in production 
shops are returned to stores correctly without delay for Which 
necessary credit is given to unit cost of production. If transferred 
to other jobs, proper transfer voucher has been prepared and copies 
sent to the accounts, stores, etc. 

(tv) Work-in-progress 

The Cost Auditor will ensure, inter alia, the following : 

(а) that the work-in-progress has been physically verified ana 
that it agrees with the balance in the incomplete cost cards ; 

(б) that the valuation of the work-in-progress is correct with 
reference to the stage of completion of each job or process and the 
value booked in the job cost cards or process cost sheet : 

(c) that there i$ no over-valuation or under-valuation of open¬ 
ing or closing work-in-progress, thereby artificially pushing up or 
down net profits or net assets as the case may be ; 

td) that Jthe volume and value of work-in-progress is not 
disproportionate compared with the finished outturn. 

(v) Labour 

(a) Proper utilisation of labour and increase in productivity 
are now receiving greater attention. Several Productivity Teams 
have emphasised great importance on higher productivity. It is, 
therefore, essential to assess performance efficiency of labour and 
compare it with the standard performance, so that labour utilisation 
could be progressively improved. Labour force in Indian industries 
is generally very high compared to similar types of industries in 
other developed countries. Our aim should be to reach that level, 
though necessarily not immediately but over a period. A study of 
this nature would-give an idea where inefficiency lies so that timely 
and adequate steps could be taken to ensure maximum utilisation 
of labour and to reduce labour cost. 

(b) Cost of Labour is allocated to different jobs with reference 
to time or job cards. 

(vt) Capacity utilisation 

The Cost Auditor will see, inter alia : 

fa) that the idle capacity in any production shop or of trans¬ 
port facilities for distribution is not excessive ; 

(b) that production volume and overall machine time utilised 
are commensurate. In other words, the machine hours utilised 
have given the optimum outturn. 

(vii) Overheads 

The Cost Auditor will see and certify, inter alia : 

(а) that allocation of indirect expenditure over production, 
sales, and distribution is logical and correct ; 

(б) that compared with the volume of production in a pro¬ 
duction shop, the overhead charges are not excessive ; 
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( c) that the actual indirect expenditure does not exceed 
budgets or standard expenditure significantly and that any varia¬ 
tions are satisfactorily explained and accounted lor , 

( d) that allocation of overheads between finished and unfinish¬ 
ed products is in accordance with correct costing principles. 

It may be noted that foregoing programme indicates, broadly, 
applicability of Cost Audit Functions to certain areas of production. 
The cost auditor may have to make further enquiries or carry out 
such examination as may be necessitated by the circumstances. 

Cost records under the Companies Act 1956 

According to section 209 ( d) of the Companies Act, the Central 
Government may require, companies engaged in production, 
processing, manufacturing or mining activities, to maintain such 
cost records relating to utilisation of material or labour or other 
items of cost as may be prescribed. 

In exercise of these powers the Central Government has 
prescribed rules regarding maintenance of cost records for industries 
like cement, cvcles, tyres and tubes, caustic soda, room air con- 
ditioners, refrigerators, automobile batteries, electric lamps, motoi 
vehicles, electric fans, tractors, paper, alumunium, vanaspati, sugar, 

etc. These rules on the whole follow a uniform pattern in respect 

of each of the industries stated above. The forms have been so 
prescribed that detailed information regarding each ol the elements 
of cost direct material, direct labour and overhead is available. 
Schedule I to the rules lays down the detailed requirements regard¬ 
ing the various elements of cost while schedule II contains the 
forms of cost statements. In case a company is engaged in the pro¬ 
duction of more than one product, rules provide that cost records 
should be so maintained that cost of the other products is not 
included in the cost of the product covered by these rules. 

Cost audit under the Companies Act, 1956 


According to section 233 B. the Central Government may 
direct, in case of companies which are required to maintain proper 
cost records under the provisions of section 209(d) the audit of cost 
accounts by a cost accountant within the meaning of the Cost and 
Works Accountants. Act 1959. However, if the Central Govern¬ 
ment is of the opinion that sufficient number of such cost accoun¬ 
tants are not available, it may by notification in the Official 
Gazette direct that for such period ns may be specified in the 
notification, the audit of cost accounts may be done by chartered 
accountants (within the meaning of chartered Accountants Act. 
1949) possessing the prescribed qualifications. 

Such an auditor shall be appointed by the Board of Directors 
of the company with the prior approval of the Central Government. 
He shall have the same powers and duties in relation to aifdit 
conducted by him as an auditor of a company lias under section 
227(1). He shall make his report to the Central Government in 
such form, and within such time as may be prescribed and shall 
also at the same time forward a copy of the report to the company. 
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The Central Government may direct the company whose cost 
accounts have been audited under the above provisions, to circulate 
to its members along with the notice of the annual general meeting 
to be held for the first time after the submission of the report, the 
behalf ° r SUCh P ° rt *° n of lhe said report as it may specify in that 

In case of default in observing the above provisions, the com¬ 
pany may be find upto Rs. 5000 and every guilty officer be impri¬ 
soned upto three years or be punished with both. 

Cost audit report 

According to Cost Audit Report Rples (1968) framed by 
Central Government, the Cost Audit Report should be in the follow¬ 
ing form. 

I / We .•••••;.having been appointed as auditor (s) 

under Section 233 B of the Companies Act, 1956 (1 of 1956) herein 

after referred to as the “Cost Auditor (s)” of Messrs....... 

.Ltd. (hereinafter referred to as the company), have 

examined the books of accounts prescribed under clause ( d ) of sub¬ 
section (1) of Section 209 of the said Act and other relevant records 

for the year ended.relating to *•. 

maintained by the company and report that— 

(а) T/ -Vo* have obtained all the information and explanations 
which to the best of my/our knowledge and belief were necessary 
for the purposes of this audit ; 

(б) proper cost accounting records as required under clause ( d ) 
of sub-section (1) of Section 209 of the companies Act, 1956 (1 of 
1956) have been kept by the company ; 

ic) proper returns adequate for the purpose of my/our* cost 
audit have been received from branches not visited by me/us* ; 

(d) the said books and records give the information required 
by the Companies Act, 1956 (l of 1956) in the manner so required ; 
and 

(c) in my/our* opinion the company’s cost accounting records 
have been properly kept so as to give a true and fair view of the cost 
of production, processing, manufacturing of mining activities, as the 
case may be and marketing of the product under reference. 

The matters contained in the Annexure to this report form 
part of this report which is also subject to my/our observations 
made therein. 

Dated this.day of...-..19 at. 

.*•.Cost auditor(s) 

*The inapplicable words may be deleted at all places in the 
report. 

**Herc specify the product under reference. 

' Annexure to the cost audit report 

1. General. 

(1) Name and address of the registered office of the com¬ 
pany whom accounts are audited. 
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(2) Name and address of the Cost Auditor. 

(3) Reference No. and date of Government Order under 
which the audit is conducted. 

(4) Date of the general meeting of the company in which 
the auditor under Section 233 B has been appointed. 

(5) The company’s financial year for which the audit 
report is rendered. 

(6) Date of incorporation of the company, and its ‘status’ 
(i.e. whether it is a public company/private company 
which is a subsidiary of a public company etc.) 

(7) Location where accounts are maintained. 

(8) Location of Factory/Factories. 

(9) If there is any foreign technical collaboration for the 
product under reference, attach a copy of the colla¬ 
boration agreement. If this is not possible, prepare 
a brief note indicating— 

(а) Name and address of the foreign collaborators. 

(б) Main terms of agreement. 

(c) Amount of Royalty/Technical aid lee payable 
and the basis of calculating the same. 

( d) Whether the technical collaborator has contri- 

. bated to the share capital. If so, the paid-up 

values of shares so held. 

(10) Licensed, installed and utilised capacities of the 
Factory/Factories for the product under reference. 

(11) Date of first commencement of commercial produc¬ 
tion of the product under reference. (Tf more than 
one factory under the same company produces the 
product under reference, oarticulars in respect of 
each may be given). 

(12) If the company is engaged in other activities besides 
the manufacture of the product under reference, 
give a brief note on the nature of such other acti¬ 
vities. 

2. Cost accounting system 

. Briefly comment on the Cost Accounting system and 
is adequacy or otherwise to determine correctly the cost of 
the product under reference. 

•3. Financial position 

(Relating to the product under reference if possible, 
otherwise for the company as a whole). 

(1) Capital employed 

Capital employed—defined as total assets at book 
values (excluding- investments outside the business) 
minus current liabilities. 
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(2) Net Worth 

Net worth, i.e. Capital plus Reserves or Capital 
less losses, as the case may be. If there is any change 
in the composition of the net worth during the year, 
special mention may be made. 

(3) Profit before tax 

Profit after providing for depreciation and all 
other expenditure except interest on borrowings and 
debentures but before providing for taxes on income. 

(4) (t) Expenses to be specified 

The amounts in respect of the following :— 

(o) Annual bonus to employees. 

(6) Interest on borrowings and debentures etc. 

(c) Bad debts. 

(d) Donations of all kinds. 

(e) Retrenchment or other compensation to 
employees, excluding premia on account of 
workman’s compensation insurance. 

( / ) Lay-off wages. 

(g) Expenditure on special exhibitions etc., other 
than normal trade advertisements. 

(h) Commission based on profit to managerial 
personnel. 

(») Income-tax and surtax. 

(j ) Any other item of expenditure the incidence 
of which neither normal nor of a recurring 
nature. 

(•») Income to be specified 

(а) Interest received on investments outside the 
business. 

(б) Capital gains. 

(c) Any other income which is neither normal nor 
of a recurring nature. 

(5) Ratios 

(a) Profit arrived at as per 3(3) above expressed as a 
percentage of: — 

(0 capital employed as per 3(1) above. 

(ii) Net sales. 

( b ) (i) Current assets expressed as a percentage of 

current liabilities. 

t ii) Net worth expressed as a percentage of long 
term borrowings and liabilities. 
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(Hi) Net worth expressed as a percentage of capital employed 
as per 3(1) above. 

(c) Cost of Production as a percentage ot : — 

;») Capital employed as per 3(1) above. 

(ii) Working capital (i.e. current assets less current lia- 
bilities). 

•4. Production 

(This information is to be given for type of product under 
reference.) 

(1) Production in quantities. 

(2) Indicate percentage of production of the product un er 
reference in reUuon to installed capacity. If there is any shortfall 
in production as compared to the installed capacuy. comment 
briefly as to the reasons for the shortfall. 

(3) If there is any addition to the production during the year- 

under review or in the immediately preceding two years this y 

also be mentioned. 

5. Process of manufacture 

A brief note regarding the process of manufacture ol the pro- 
duct under reference may be given. 

•6. Raw materials 

(1) Show the cost of major raw • materials consumed both 
terms of quantity and value. Where the cost of transport etc 
raw materials is significant, specify the same separately. 

(2) (o) Consumption of major raw materials per unit 
production compared with the standard requirements if any. 

(6) Explanations for variations, if any, in the consumption o 
major raw materials per unit of production as compared to the 
preceding two years. 

(3) Briefly comment on the method of accounting followed for 
recording the quantities and value of receipts, issues and balances o 
all materials directly used in production. 

*7. Power and fuel 

Quantity, rate per unit and total cost separately for each major 
major form of power and fuel used in production, eg., coal, furnace 
oil, electricity etc. Compare the actual consumption per unit ot 
production with standards, if any. Special features if any, may also 
be indicated. 

*8. Wages and salaries 

(1) Total wages and salaries paid for all categories of em¬ 
ployees, separately in respect of each of the following : 

(a) Direct labour costs on production. 

(b) Indirect employee costs on production, 

(c) Employee costs on administration. 


in 

of 


of 
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(d) Employee costs on selling and distribution. 

(e) Other employee costs, if any (specifying purpose). 

(/) Total employee costs (total of items (a) to (e) above). 

(2) Total man-days of direct labour available and actually 
worked for the year. 

(3) Average number of workers employed for the year. 

(4) Direct labour cost per unit of output of the product under 
reference (if more than one type of product, give information in 
respect of each). 

(5) Brief explanations for variations in (4) above, if any, as 
compared to the previous two years. 

(6) Comments on the incentive schemes, if any, with particulars 
reference to its contributions towards increasing productivity and 
its effect on cost of production. 

*9. Stores and spare parts 

(1) The expenditure per unit of output on stoics etc. 

-(2) Di'cm« the system of stores accounting for recording re¬ 
ceipts, is'tic> ariM balances >oth in. quantities and values. 

(3) Ind ic.ite, it practicable, the proportion of closing inven¬ 
tory of store representing itc ns which have not moved for over 24 
months. 

10. Depreciation 

(1) State the method of depreciation adopted by the company 
e.g . straight line or diminishing balance etc. State whether de¬ 
preciation provided by the company is more or less than the amount 
of depreciation worked out in accordance with provisions of sub¬ 
section (2) of Section 205 of the Companies Act, 1956. 

(-' State the basis of allocation of depreciation on common 
assets to the different departments. 

(3) Indicate the basis of charging depreciation to the cost of 
products. 

*11. Overheads 

(1) Give separately the total amounts of the following over¬ 
heads and a break-up of items (a), (/#) and (c) below. 

ia) Factory overheads. 

(6) Administration overheads. - 

(c) Selling and distribution overheads. 

( d) Interest. 

(e) Bonus to employees. 

(/) Commission to managerial personnel. 

State whether any amounts in respect of items (d), (e) or (/) 
have been included in the total amounts of items (a), (6) or (c) and 
f ive the amounts so included, if any. 
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/o) Indicate reasons for any significant variations in the ex¬ 
penditure incurred against the items included in overheads as com¬ 
pared with the previous two years. 

(3) State the basis of allocation of overheads to cost centres 
_d of absorption to products- Give brief comments, if any, on the 

basis of allocation adopted by the company. 

(4) Cost of packing, if any, of the products under reference to 
be shown separately with details to the extent possible. 

•12. Royalty/technical aid payments 

State the total amount of royalty/technical aid fees pay¬ 
able for the year and the amount chargeable per unit of the 

product. 

•13. Sales 

(1) Indicate the sales in quantities and net sales realisation of 
the product under reference showing the average sales realisation 
per unit. (If more than one type of product is sold, information to 
be given in respect of each). 

(2) If product under reference is exported, indicate quantity, 
exported, net realisation per unit, countries to which exported-de- 
tails may be given. Indicate the profit/loss incurred in exports. 

14. Abnormal non-recurring costs 

If there were any abnormal features affecting production 
during the year, e g., strikes, lock-outs, major breakdowns in the 
plant substantial power cuts, serious accidents etc., they shall 
wherever practicable, be briefly mentioned indicating their effect on 
cost of production. 

15. Other items 

If there are any special expenses which have been directly 
allocated to products under reference the total amount as also the 
unit incidence shall be shown. 

16. Auditor’s observations and conclusions 

(i) The cost auditor may here report on — 

(а) matters which appear to him to be clearly wrong in prin¬ 
ciple or apparently unjustifiable ; 

(б) cases where the company’s funds have been used in a 
negligent or inefficient manner ; 

(c) factors which could have been controlled, but have not 
been done resulting in increase in the cost of production ; 

(d) cotracts or agreements, if any, between the company and 
other parties relating to selling, purchasing etc. 

(e) (i) the adequacy or otherwise of budgetary control system 
it any, in vogue in the company ; 

(ii) the scope and performance of internal audit, if 
any ; 
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(/) suggestions for improvement* in performance, if any, e.g., 
by— 

'(l) rectification of general imbalance in production faci¬ 
lities ; 

(2) fuller utilisation of installed capacity ; 

(3) concentration of areas offering scope for— 

. (t) cost reduction 

(ii) increased productivity 

(Hi) key limiting factors causing production bottle¬ 
necks. 

(4) improved inventory policies. 

The opinions expressed shall be based on verified data, refer¬ 
ence to which shall be made here and shall, wherever practicable, 
be included after the company has been afforded an opportunity to 
comment on them. 

(it) Copies of the cost statements in respect of completed pro¬ 
ducts as given in Schedule II of the relevant notification 
issued under clause (d) or sub-section (1) or section 209 of 
the companies Act, 1956 duly completed and audited shall 
be appended to the report. 

(tit) If as a result of the examination of the books of account, 
the auditor desires give a qualified report, he shall indi¬ 
cate the extent to/\£fiich he has to qualify the report and 
the reasons therefc # 

(is) A statement showing the reconciliation of the profit or loss 
as indicated under 3(3) above with the profit or loss rela¬ 
ting to the product under reference as arrived at on the 
basis of the cost sttements annexed to the report and the 
net sales ralisation as indicated in 13(1) above shall be 
appended to the report. 

( v) After the auditor appointed under Section 224 of the Com¬ 
panies Act, 1956 (1 of 1956) submits his report, the cost 
autitor may, if he considers it necessary submit a supple- 
mentry report to the Company Law Board before the date 
fixed for holding the annual general meeting of the com¬ 
pany. The supplementory report shall be limited to the 
extent of reconciling the statements annexed to the cost 
audit report with the financial accounts of the Company. 

Note : (1) •Figures to be given for the year under audit and 
to the extent practicable, for the two preceding years 

(2) If the company has more than one factory producing the 
product under reference, details indicated in the annexure may be 
given separately for each factory, if such details are available. 

(3) If different varieties/types of products under reference are 
manufactured by the company details of cost in respect of each shall 
be given. 



COST AUDIT 


751 


(4) The matters contained in the annexure shall be duly 
authenticated by the cost auditor. 

. QUESTIONS 

1 What is meant by the term “cost audit" What are the objectives sought 
to be served by cost audit and what are the advantages of wgt ^adit^ ^ ^ 

2. (a) In what ways cost audit is different from statutory audit. 

lb) What are the areas of activity which a cost audit programme is 
expected to cover ? (l.C.W. Inter June, 74) 

3. Discuss the functions of cost audit in a manufacturing organisation. 

(l.C.W.A. Final) 

4 Cost audit will help to maintain among other things the integrity of 
inventory valuation. D.scuss the role of cost audit in tms as well as other 
fields. V.C.W.A. Final) 

5, “Cost audit” is anccessity and not a luxury and is viewed as a baro¬ 

meter to measure the operational performance, the effectiveness of utilisation 
and working results. Illustrate. {l.C.W.A. Final) 

6. What, in your opinion, are the cardinal differences between the report 

of the statutory Financial Auditor of a Company under section 227 of the 
Companies Act and the cost audit report of the Cost Auditor under the Cost 
Audit (Report) Rules 1968 ? (l.C.W.A. Final) 


7. Enumerate the scope and functions of coat audit In Re*P«t of inven- 

tory of stores and Work-in-progress. {C.S. Final O.S. May 1980) 

8. (a) Discuss the provisions regarding capacity utilisation in the Cost 
Audit Report and distinguish the same from the requirements for reporting 
under Schedule VI Part II of the Companies Act, 1956. 

(b) Discuss t 
VI of the Annexture to 


e provisions regarding Material Consumption under item 
he Cost Audit Report. (C.A. Final N.S. Nov., 1980) 


9. How is Cos, Audi, different from Fin.oci.^Audit^ ^ ^ mQ) 




SECTION 5 

Revisionary Problems 
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COST SHEET 

Problem 1 . _ , 

Prepare the cost sheet to show the total cost m °T Z 

and cost per unit of good, manufactured by a company for the 
month of July 1975. Also find out the cost of sales. ^ 

Stock of raw materials 1-7-1976 28 000 

Raw materials purchased 4,500 

Stock of raw materials 31-7-1976 7 qqq 

Manufacturing wages 1/500 

Depreciation on plant *300 

Lost on sale of a part of plant - qqq 

Factory Rent and Rates ’^qq 

Office Rent 400 

General Expenses 300 

Discount on sales , # „ *00 

Advertisement Expenses to be charged fully 7 qqq 

Income-tax paid 

The number of units produced during July 1976 was 3,000. 

The stock of finished goods was 200 and 400 units on 1-7-1976 
and 31-7-1976 retpectively. The total cost of units on hand on 
1-7-1976 was Rs. 2,800. All these had been sold during the “onth. 

[B. Com. (Pate) Delhi 1977] 


Solution 


COST STATEMENT 


Output 3000 unit. 


Total Per Unit 


Raw material consumed : 

Opening stock 
Add: Purchases 


Less : Closing stock 


3.000 

28,000 

31.000 

4.500 


26.500 8 83 


Direct wages 


Factory overheads : 
Depreciation 
Factory Rent 


Prime Cost 


1,500 

3,000 


1116 


Factory Cost 

Office and Administration Overheads 
Office Rent 
General Expenses 


12*66 


Cost of Production 


39,900 


12*96 






STATEMENT OF COST OF SALES 


COST ACCOUNTING 


Cost of Production 

Add : Opening stock of finished goods 


38.900 

2,800 


Leu : Closing stock of finished goods <408 x*s. 12-96) 

’ Cost of Production of goods sold , 

Add : Selling and Distribution overheads * 

Discount on sales * ^ 

Advertisement Expenses 

_Cost of sales 

Problem 2- ; —= 1C ^ 

- T f ° llo ^ n 8 information has been obtained from the records 
ofUftGentn Cor P° rat ' on for Period from June 1 to JunTjW 



37,416 


Cost of raw materials on June 1. 1976 

Wav-nald raw d “ring the month 4 jojoo 

Factory overhead 2.».000 

Cost ofworW-in-progrejt on June 1. 1976 
Cost of raw materials on June 30,1976 

Cost of stock of finished goods on June 1. 1976 60 non 

Cost of stock of finished goods on June 30. 1976 vc nm 

Selling and distribution overhead. * ' 

Sales s j SuuS' 

Administrative overheads 9 ’$0’25 

Prepare (t) Statement of Cost of Production of goods manufac 
tured and (..) Statement of Cost of Production of finished goods sold 

Solution 

STATEMENT OF COSTOF ^DUCTIONOTdOODS MANUFACTURED 


Particulars 


Amount 


Opening stock of raw materials 
Add : Purchases 


Leu : Closing stock of raw materials 

Value of raw materials consumed 
Wages paid 


Factory overhead 


Prime Coat 


Add : Opening stock of work-in-progr 


30,000 

4,50.000 

4,80.000 

15,000 


Less : Closing stock of work-in-progress 

. . , , , Factory Cost 

Administrative overhead 

Cost of production of Goods manufactured 


4,65,000 

2,30,000 

6.95,000 

92,000 

^ 7,000 

12,000 

^,99,000 


7.99.000 

30,000 

^29.000 



Cost shbbt 
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STATEMENT OF COST OF GOODS SOLD 

Coat of Production 

Add: Opening stock of finished goods 

Rs. 

8,29,000 

60,000 

Less : Closing stock of finished goods 

8.89,000 

55,000 

Coat of Production of Goods Sold 

Selling and distribution overheads 

8,34,000 

20,000 

Cost of Sales 

Profit 

Sales 

8,54,00? 

46.000 

9.00,000 

Note : Work-in-progress has been valued at works cost. 
Problem 3 



From the following particulars prepare a cost sheet showing : 

(a) The value of materials consumed ; 

(b) Prime cost ; 

(c) Work cost; 

(d) The total cost of production ; 

(e) The cost of goods sold ; 

(/ ) The profit on goods sold ; and 

(g) The net profit for the month. 

Stock in hand on 1st April. 1976 : 

Raw materials 
Work-in-progress 
Finished goods 

Stock in hand at 30th April, 1976 : 

Raw materials 
Work-in-progress 
Finished goods 

Purchase of raw materials during the month 
Sale of finished goods 
Direct wages 
Non-productive wages 
Works expenses 

Office and Administrative Expenses 
Selling and Distribution Expenses 


Rs. 

25,000 

8,220 

17,360 

26,250 

9,100 

15,750 

21,900 

72,310 

17,150 

830 

8,340 

3,160 

4,210 
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Solution 

STATEMENT OF COST FOR THE MONTH OF APRIL. 1976 


Particulars 


... Stock of Raw Materials (1-4-76) 
Add: Purchases of Raw Materials 

**** • Stock of Raw Materials (30-4-76) 


Rs. 

25,000 

21,900 


46,900 

26,250 


Add ; 


_,( fl ) Value of Material Consumed 
Ducct Wages 

(b) Prime Cost 
Works Expenses 
Non-productive Wages 


Add : Work-in-progress (1-4-76) 

Less: Work-in-progress (30^6-76) 

(c) Works Cost 

Office and Administrative Expenses 

... _ , (d) Total Cost of production 

Add : Stock of Finished goods (1-4-76) 

Less : Stock of Finished Goods (30-4-76) 

(e) Cost of goods sold 
(/) Profit on goods sold 


Profit on goods sold 
Less : Selling Distribution Expenses 

( g ) Net Profit for the month 


8,340 

830 


Amount 

Rs. 


20,650 

17,150 


37,800 


9,170 


46,970 

8.220 

55,190 

9,100 


46,090 

3,160 


Sales 


Rs. 21,450 
4,210 


49,250 

17,360 


66,610 

15,750 

50,860 

21,450 


72,310 


17,240 


Note : (1) Works-in-progress has been valued at works cost. 

(2) Selling & Distribution expenses are in connection with sales 
of finished goods and hence deducted from profit on goods sold to find net profit. 

Problem 4 

The books and records of the Anand Manufacturing Uo. 
present the following data for the month of August 1978 : 

Direct labour cost Rs. 16,000 (160% of factory overhead) 

Coat of goods told Rs. 56,000 

Inventory accounts showed these opening and closing 
balances : 
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Raw materials 
Work-in-progress 
Finished goods 
other data 

Selliog expenses 

General and administration expenses 
Sales for the month 


August 

8,000 

8,000 

14,000 


August 31 
8.600 
12.000 
18.000 


3,400 
2.600 

Sales for the month 75,000 

You are required to prepare a statement showing cost of goods 
manufactured and sold and profit earned. (C.A. Inter Nov. 78) 

Solution 

Anand Manufacturing Company 

Statement of cost of goods manufactured and sold and profit 
earned for the month of August 1978 : 

Raw materials consumed 

Opening stock 8.000 

Add Purchases 36.000 

Less Closing stock 8,600 


Materials consumed 
Direct labour 

Prime Cost 
Factory overheads 

Gross works cost 

Add Opening work-in progress 

Less Closing work-in-progress 

Works cost 

Add General Administration expenses 
Cost of production 

Add Opening stock of finished goods 

Less closing stock of finished goods 

Co*t of goods sold 
Add Selling expenses 

Cost of sales 
Profit 

Sales 


35.400 
16,000 

51.400 
10,000 

61.400 
8,000 

69.400 
12,000 

57.400 
2,600 

60,000 

14.000 

74,000 

18,000 

56,000 

3,400 

59.400 
15,600 

75,000 


Notes. (I) It has been presumed that cost of goods sold means cost of 
production of goods sold (including General and Administration Expenses). 
The value of raw material consumed has been calculated as follows : 

Rs. 


Cost of goods sold 

56,000 

Add Closing stock of finished goods 

18,000 


74,000 

Less Opening stock of finished goods 

14,000 


60,000 

Add Closing stock of W.I.P. 

12,000 


72,000 
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sold. 


Less Opening stock of W.I.P. 


COST ACCOUNTING 

8.000 


Cost of Production 

Less Direct Labour 16,000 

Factory Overhead 10 000 

Adm. Overhead 2*600 


Cost of raw materials consumed 


64,000 

28,600 

35,400 


Value of raw materials has been found out as follows : 

& + a 8"^-“00S=R S + 3 t 6.^S 8 S '° Ck - OP ' n ' ng S, ° Ck 

the vaftfoUUw materials?' 1 * " pr “ Umed *° ^ ,he “s« of good. 

Consumed will be found out as follows : 


. 5r ost of 8°ods sold 
Add Closing stock of W.I.P. 
Closing stock of finished 
goods 


Less Opening stock of W.I.P. 
Opening stock of finished 
goods 


Cost of Production 
Less Direct Labour 

Factory Overhead 


Cost of Raw materials consumed 



Rs. 

56.000 

12,000 

18,000 

30,000 

8.000 

86,000 

14,000 

22,000 

16.000 

64,000 

10,000 

26.000 


38,000 


Value of Raw materials purchased will then be found out as follows • 
Raw materials consumed + Closing stock - Opening stock 
= 38,000+8,600 —8,0C0=Rs. 38,600 ^ 8 

Cost sheet will be then prepared as shown below : 

Cost Statement 


Raw materials consumed : 


Opening stock 

Add Purchases 

Rs. 

8,000 

38,600 

Rs. 

Less Closing stock 

Direct Labour 

46,600 

8,600 

38,000 

16.0C0 

Prime Cost 

Factory overheads 


54,000 

10,000 

Gross works cost 

Add OpcniDg Work-in-progress 

64.000 

8,000 

Less Closing work-in-progress 


72,000 

12,000 

Cost of goods manufactured 


60.000 
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Statement of profit 

Opening stock of finished goods 

Add Cost of goods manufactured 


14.000 

60,000 



74i00O 

Less Closing stock of finished goods 


18,000 



56,000 

Add General Administration Expenses 

2.600 


Selling Expenses 

3,400 

6,000 

Cost of sales 


62^000 

Profit 


13,000 

Sales 


75,000 


MATERIALS 

Problem 5 

The following transactions occur in the purchase and issue of 


material 

Jan. 2 Purchased 4,000 units 
9 9 20 „ 500 

Feb. 5 Issued 2,000 
>. 10 Purchased 6,000 

12 Issued 4,000 

Mar. 2 1,000 

» 5 .. 2.000 

„ 15 Purchased 4,500 

20 Issued 3,000 


• 9 
99 
99 
99 
99 


Rs. 4 00 per unit 
500 


99 


99 


@ Rs. 6 00 


@ Rs. 5 50 „ 

From the above, prepare the Stores Ledger Account in two 
ways, (a) first by adopting FIFO method of charging material 
issues, and (6) second by adopting the LIFO method. What would 
be the value of the stock in hand at the end of the period accord¬ 
ing to each of the two methods ? 

{Delhi B. Com. 1970) 


(Solution on pages 762 and 763) 

Problem 6 


The following is the record of receipts and issues of a certain 
material (together with the stores verification report) in a factory 


during a week : 

1971 

April 2 

Opening Balance 

50 tonnes at Rs. 10 a tonne. 

„ 3 

Issued 

30 tonnes 

9 . 4 

Received 

60 tonnes at Rs. 10-10 a tonne 

„ 5 

Issued 

25 tonnes (Verification report 

99 6 

Received back from 

revealed loss of one tonne) 

10 tonnes (Previously issued at 
Rs. 9-90 a tonne). 


completed Jobs 

99 7 

Issued 

40 tonnes. 

. .. i • i . j 


If the issue of materials is priced according to the weighted 
average method, calculate the price of issues. 

(B. Com., Jodhpur , 1972) 


(Solution on page 764) 



STORES LEDGER ACCOUNT 
(a) Flrst-ln-First-Oat (FIFO) Method 
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•Thb representi pet of 3.CQ0 unit* @ R». 5'JQ “Pit- 


STORES LEDGER ACCOUNT 
(b) Lait-ln-FInt -Out (FIFO) Method 


763 










1970 


.. 3 


Qty. 

(ton¬ 

nes) 

Rate 

Rs. 

Amount 

Rs. 

• •• 

• •• 

• • • 

• •• 

• • • 

• •• 

60 

• •• 

10 10 

• • • 

606 

... 

... 

• •• 

10 

990 

99 

• •• 

ft ftt. 4 

• •• 

• • • 


Qty. 

(ton 

nes) 

Rate 

Rs. 

• • • 

• • • 

30 

10 

... 

• •• 

1* 

• •• 

25 

10-20 

• •• 

• • • 

• •• 

10155 


Qty. 

(ton* 

nes) 

Rate 

Rs. 

50 

10 

20 

10 

80 

10*075 

79 

10 20 

54 

1020 

64 

10-155 

24 

10 155 


-• shown here th, stock verification report has been 

account of «hiJ| h ^f V « ra8C i. pr,cc p f r tonne'shall be increased on 
tbTnSrmal rl^^? r aU f e ™ately the issue may be made at 

the iwue c^l.„^ ,0S i. 0f ODO , tonnc at 0081 h® abovm in 
» ... 1 column and subsequently taken as an overhead item. 

Problem 7 

. • t t a ?fh^fi C,Uring - co . m P an y charges stores out to jobs, on the 

®K . re “ ,Vedare,he first issued ‘ Amon g the store, 
stocked are K-type screws on which a provision for spoilage by 
rust (based on experience) is made of 1 % of the Stores Account 
balance at the beginning of each month. 

Stock is taken physically at three monthly intervals and the 
balance ot the Stores Accounts are appropriately adjusted. 

° n lst August 1971, the stock of K-type screws was 10,000 of 
which the cost was Rs. 9'50 per 100. During the next three months 
the transactions were as follows :— 

Purchase Issues . 

Quantity Price Quantity 

Rs. 

(Per 100) 

August 40,000 10 00 36.600 

September 80.000 11 00 81.367 

October 1.00,000 12 00 72,282 

At the end of October, stocktaking revealed a shortage of 
300 screws, and during November all the stock was destroyed in a 
riot. 

You are required (a) to write up the K-type Screw Stores 
Account for the three months ended 31st October 1971, and (6) to 
state how you would deal in the company’s accounts with the screws 
spoiled by rust, the shortage in stock revealed to stock-taking, and 
the destruction of the stock by riot. 






Stores Ledger 

K-TYPE’ SCREWS ACCOU 


MATERIALS 
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13,29800 
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(?) The los * T on , account of spoilage of screws by rust is a 
normal wastage. It should therefore, be treated as a works over 
head expense. However, in future it will be appropriate to charge 
the various issues at an inflated rate so as to recover the cost of this 
normal wastage as a direct charge. 

The shortage in stock disclosed by stock-taking is an abnormal 
wastage. It should, therefore, be transferred to Costine Profit and 
Loss Account. 

r • Ca , $ ? t_ St °? k . . of ? tore ? is insured against riot, loss on account 

ot not should be debited to the insurance company. However anv 
loss not covered by the insurance policy should be transferred to 
Costing Profit and Loss Account as an abnormal loss. 

LABOUR 

Problem 8 

Calculate the normal and overtime wages payable to a work¬ 
man Irom the following data : 

Days 


Monday 

Tuesday 

Wednesday 

Thursday 

Friday 

Saturday 

Normal Working hours 
Normal Rate 
Overtime Rate 


Solution 


Hours Worked 
8 Hours 

9° " 

> :: 
o " 

o hours per day 
50 paise per hour 

h ° u ” a day at single rate 
and over 9 hours in a day at double 
rate. 

Or 

Upto 48 hours at a single rate and over 
48 hours at double rate, whichever is 
more benehcial to the workman. 

(I.C.W.A. Inter) 


COMPUTATION OF HOURS WORKED 


Days 

Hours 

Worked 

Normal 

hours 

Overtime hours 

Single 

Rate 

Double 

Rde 

Monday 

8 

8 



Tuesday 

10 

8 

1 

1 

Wednesday 

9 

8 

1 


Thrusday 

11 

8 

1 

2 

Friday 

9 

8 

1 


•Saturday 

4 

4 


— 


51 

44 

4 

3 


•Normal working hours to be taken as 4. 
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COMPUTATION OF WAGES 


Normal wages for 44 hours @ 50 paise per hours 

Overtime Wages : . , . _ . . 

At single rate (50 paise per hour) for 4 hours 
At double Rate (Re. 1 per hour) for 3 hours 


Total Wages | 27 

The overtime wages will be the same even if the alternative 
basis is adopted. 

Problem 9 

A factory undertakes production to customer’s specifications. 
Worker ‘ A ’ was entrusted with the production of 100 units of pro¬ 
ducts ‘ X ' in 50 hrs. and worker was asked to produce 50 units 
of product T’ in 10J hrs. 

The ruling rate of wages is Re. 0 25 per hour which is 

guaranteed irrespective of standard of efficiency. If the work given 
is finished within the time allotted the workers get Re 0 30 per hour 
for time taken. Time saved is rewarded by an incentive bonus at 
50% of wages earned per hour. A completes the job in 40 hrs. and 

B in 60 hrs. ... . CA 

Assuming that the overhead rate prevailing is 50 paise per 
labour hour indicate the impact of the system of wages coupled with 
the incentive scheme on the profits of the company as compared to 
a straight piece-rate system at 30 paise per hour. 

The fixation of hourly rate is understood to provide for a saving 
of 20% of the time fixed when the work is carried out by an effici¬ 
ent worker under normal conditions. 

Have you any comments to make on the basis of rate fixation 

in these instances ? ings ~ 

(C.A. Final, May 1967) 

Solution 

COST OF CONVERSION OF PRODUCTION 
</• Straight Price Rate System : 


Time allowed 

Wages @ Re. 0 30 per hour 
Overhead @ Re. 0 50 per hour on 40 hours for 
Product X and on 80 hours for Product Y 
(assuming that there will be a saving of 
20% of time fixed) 


Cost of conversion 


Product X 
(100 units) 


50 hours 

Rs. 


15 

00 

20- 

00 

35 

00 


Product Y 
(50 units) 


Rs. 

30-00 


4000 


7000 
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(tf) Incentive Scheme Introduced by the Company : 


Wages for actual time taken : 

A : 40 hours @ Re. 0 30 per hour 
B: 60 hours @ Re. 0 30 ,, 

Incentive Bonus @ Rs. 0 15 per hour of time saved : 

A : 10 hours B : 40 hours 

Overhead @ Re. 0*50 per tour of timelaken* 


1200 


Cost of conversion 


Saving (i—/0 


13-50 

2000 

33-50 

Re. 1-50 


1800 


24 00 
3000 

54-00 

1600 


Statement showing the "labour plus overhead" cost of products 
X and Y (taking normal time alloted and the time taken by A and 
B respectively) and the impact of the present bash of payment of 
wages and the incentive systems. 


Product X 
(100 units) 



Labour Hours allowed 

Labour cost at 30 P. per hour 

Overhead for time allowed at 50 P. per labour hour 

Labour and overhead cost for normal hours at 
straight price rate (i) 

Time taken by A and B to produce items 
Wages when completing job in time @ 30 P. hour 
Incentive Bonus : @ 50% of wages earned for the 
time saved 

Total Wages 

Overhead at 50 P. per Labour hour taken 

Total Cost of Labour plus overheads (ii) 

Profit due to operation of incentive wages system 

(/—if) 




40 Hrs. 
1200 


13-50 
20 00 


33 50 


50 00 


80 00 


60 Hrs, 
1800 


2400 
30 00 


Rs. 6 50 Rs. 26- 
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10 

Prosperous Ltd., manufacture a single product. Iu conden*^ 
Profit and^Loss statement for the year ending 31st December 1976 
as follows : (No inventories were on hand at the beginning and end 

of the year) 


Less 


Sale 

Cost of Sale 


Selling and Distribution Expenses 

Variable 

Fixed 


4,00,000 

9,00,000 

Net Profit Rs. 


Rs. 
45.00,000 
28,00,000 


17,00,000 

13,00,000 


4,00,000 


In January 1977, the company’s management «?S»Sed J" 

negotiations with the union representatives. During 1976, 3,00,000 
hours of direct labour was worked and 10 lakh units were produced 
and sold. Total and units costs were as follows : 



Total 

cost 

Unit 

cost 

Materials 

Direct labour 

Variable overhead 

Fixed overhead 

12,00.000 

6,00,000 

2.00.000 

3,00,000 

1 20 
060 

0 20 

0 80 

28,00,000 

2-80 


The company’s Industrial Engineer claimed that if a straight 
piece work plan were adopted instead of the present hourly wage 
rates, labour productivity could be expected to rise by 10 />. A he 
union had demanded a 10% increase in hourly rates. It now indi¬ 
cates its willingness to accept a piece-rate system, provided the rate 
per piece is established at Rs. 0 70. From the company s standpoint, 
which of these two alternatives is more profitable, assuming that 
1977 costs will adhere to the same pattern as in 1976, except for 
labour ? 

(I.C»W.A. Inter. New Scheme Dec. 77) 




Solution 

In case piece rate system is adopted then direct labour cost per 
unit will rise from 60 paise to 70 paise. If at the same time pro¬ 
ductivity of labour goes up by 10 per cent as claimed by the Indus¬ 
trial Engineer the annual output will rise by 10 per cent to 11 lakh 
units. The cost structure will be as under :— 
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Materials 

Direct labour 

Variable overhead 

Fixed overhead 

• 

J-20 

070 

020 

0-73 

13,20,000 

7,70.000 

2,20,000 

8,00,000 

Selling and Distribution : 
Variable expenses 

Fixed expenses 


2 83 

0-40 

082 

31,10,000 

4,40,000 

9.00,000 


Total costs 

Net profit 

4*05 

045 

44.50,000 

5,00,000 

Sale 


4-5fr 

49,50,000 


by 10 paisc per unit diie to inttoducUon of^n" ,abour cos . t Crease, 
fixed manufacturing overhead decreases hv lhe 

increased productivity. Further if the acMitTo Se Unit duC /° 
sold without increasing selling and distribution fixed ml'ta 
thetr incidence on the un.ts sold wiU be reduced bv 8 pa^e p"; unit 
Thus the total cost per unit will be reduced ' from 4 10 to 

h00 4 000 “if 10,3 net u Profit . . wiU rise from Rs. 4,00,000 to Rs. 
5,00 000. It appears to be an ideal solution as managemfent is con¬ 
fronted with labour uwon’s demand for a 10 percent increase in 
hourly rates which if granted will reduce profit margin by Rs 60,000 
without any rise in output (union has not committed to increase 
productivity if hourly rate » raised). However, the prospect of 
increased profit will largely depend upon the selling effort because if 
the additional output cannot be sold during the year it wiU add to 

inventory and net profit will be reduced by Rs. 30,000 as shown 
below : 


Cost of sale of 10 lakh uoits @ 2 83 
Selling and Distribution costs 

Total cost 
Sales 

Net Profit 


OVERHEADS-GENERAL 

Problem II 

In a factory the average annual charge for direct wages bil 
amounts to Rs. 2,40,000. 

The following are some of the expenses (average figure for a 
year) incurred inside the factory : 

U) Works Manager’s salary and • other emoluments. 
Rs. 25,0C0. 


30,000 

13,00,000 

41.30/)00 
45,00,000 


3,70.000 
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(«) Factory rent and ralts : Rs: 18,000. 
r „J ij 45 000 Jq. ft. of which the shops occupy 40,000 sq. 

f ^!) Wage, of caretaker, peons, sweeper,, etc. amount to 

** 3 fie) Other Factory overhead charges amount to Rs. 26,500 ‘ 

In a shop occupying 3.000 sq^ ft. ^ wobkexecuted 
requiring Rs. 5,000 mwages. If the ca i cu i ate the 

ov.x’,d <■-».»b. d.b«.d»*• 

account of the work order m question. 

Solution f, 

Total area of the factory • ^ • 

Area occupied by the shop, 40,000 W.K. 

Factory rent and rates Rs- ™-™ iS 000 x 40.000 

... Rent and rates attributable to the shops-45.000 - 

(/.*. in proportion to floor space occupied)^ ^ ^ 

and rates for shop shall be-( Rs- 16.000 x 4o‘.o00 )'*' RS ' 

The wages paid for the work order are ... £’• • 

all work orders are ... Rs * . - 

Hence the proportionate amount appiicable to .header on the 

wagst in rjs?j:t of real aaitatsi shall biR*. U”* tofito”**' 7 

Other factory Overheads : ^ 

25,000 
2.000 
3,500 
26,500 


Works Manager’s Salary etc . 
Factory rent and rates 
Sundry wages 
Other charges 


57,000 


The proportionate amount of it on the basis of wages for the work order 
shall be- /•«. Rs- 1.1W-50 

THerefore^TfaCory OM c"*£+' ** * : 


Rent and Rates of shop 
Other Factory Overheads 


7500 

1,187-50 

Rs. 1,262-50 


Problem 12 ^ 

percentage of factory cost. 
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_ The following information is obtained from its records 

ftfarding the execution of two orders for the same quantity of 

product: 


First order 
Second order 

Find out 
Overhead. 


Materials 

Wages 

Sales price 

Percentage of Profit 
on cost 

Rs. 

Rs. 

Rs. 


2,500 

2,000 

8,580 

10% 

3,600 

2,800 

12,376 

12% 

the percentage for Factory Overhead and Office 


Solution 


Cost of Production of I order-100 u ^ ? ^ 

Cost of Production of it 12,376 x 100 u ^ 11,050. 

Cost of Production-Matcrials+Wages+Factory Overhead+Oflice 

Overhead 

We assume that Factory Overhead is x% of Wa^» 
and Office Overhead is >% of Factory Cost. 

Hence. 2.500+2,000+i^i* x <4.500+20*)-*. 7 .goo ... (0 

and 3 ’ 600 +2.««>+ 2 -^^+ i 2 6X(6 ,4oo + 28*)=Rj. 11.050 ...(«) 

or Wx+iiyJr-lxy =Rj. 3.300 ,,, n 

and 28*+64y+'28*y =Rs. 4.650 

..._Solving the two equations, we find the values of * and y as 75 and 30 

Overhead fs %%^ ° Wh " d h ?5% ° f “«> 

Problem 13 


In a manufacturing unit, overhead was recovered at a pre¬ 
determined rate of Rs. 25 per man-day. The total factory overhead 
expenses incurred and the man-days actually worked were Rs. 41*50 
lakhs and 1*50 lakhs days respectively. 

Out of the 40,000 units produced during a period, 30,000 were 

sold. 

On analysing the reasons, it was found that 60% of the un¬ 
absorbed overheads were due to defective planning and the rest were 
attributable to increase in overhead costs. 

IIow would unabsorbed overheads be treated in cost 
accounts 7 [B. Com. (Hons) Delhi 1979 ] 

Solution 

Recovered overheads=Actual man-days X Rate 

= 1 *50 lakhs xRs. 25 
= Rs. 37*50 lakhs 

Under-recovery of overheads=Actual overheads 

— Recovered overheads 
=Rs. 41*50 lakhs—Rs. 37*50 lakhs 
=Rs. 4 lakhs. 
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Reasons for under recovery : 
(t) Defective Planning 

(»») Increase in overhead costs 


41akh»x 60 _ pj 2.40 , akhs 
100 

41akhsX40 > _ pj| l>60 
100 


Treatment of under-recovery : 

(t) Under-recovery of Rs. 2*40 lakhs on account of defective 
planning being an abnormal feature should be charged to 
costing profit and loss account. 

(it) Under-recovery of Rs. 1*60 lakhs on account of increase in 
overhead rates will be recovered from cost of sales A/c 
and finished goods stock in the ratio of 3:1. This means 
charging of a positive supplement rate. Thus amount to 
be charged to : 

1 *60 lakhsX3 i.oa 

Cost, of sales -Z-- 1 20 


Finished goods stock A/c 


1*60 lakhs Xl 


:*40 lakhs 
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Problem 14 

Mr. XYZ has a small furniture factory. * He specialises in the 
manufacture of small dining tables of standard size, of which he can 
make 15,000 in a year. The cost per table worked out as under for 
the year 1970-71 when he made and sold 10,000 pieces : 

7 Ra. 


Materials 

Labour ••• 

Overheads fixed recovered @ 50% of material cost 

Total Cost 


30 

10 

15 

55 


Prices are 6 xed by adding a standard profit margin of 10% to 
the total cost arrived at as above. 

In 1971-72 due to a fall in cost of materials, total cost worked 
out as under: — 


Materials 

Labour ••• ••• 

Overhead recovered @ 50% of materials cost 

Total cost 


20 

10 

10 

40 


Mr. XYZ maintained his standard margin of 10% on th f cost 
Sales were at the same level as in 1970-71. You are asked o . 

(а) Determine profit or loss for the year. 

( б ) Compute the price which should have been charged in 

1971-72 to yield the same profit or loss as in 1970?71, ana 
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(«) Show the defects if any in the costing and/or pricing system 
and suggest a proper system to be followed in future. 

(O.A. Inter., Nov., 1972) 

Solution 


(a) STATEMENT OF PROFIT FOR THE YEAR 1971-72 

Sale, 10,000 Tablet 



Total 

Per Unit 


Rs. 

Rs. 

Materials 


20 

Labour 


10 

Prime Cost 

3,00,000 

30 

Overheads (50% of Material Cost) 

1,00,000 

10 

Total Coat 

4,00,000 

40 

Profit (10% of Cost) 

40,000* 

4* 

Sales 

isa 

44 


•Actually there is a loss of Rs. 10.000. The fixed overheads are a sum of 
Rs, 1,50,000, while they have been recovered only to the extent of Rs. 1,00,000. 


(b) COMPUTATION OF PRICE TO BE CHARGED TO EARN 
THE SAME PROFIT IN 1971-72 AS IN 1970-71 


Profit In 1970-71: 

Rs. 

Materials (Rs. 30 x 10,000) 

3,00,000 

Labour (Rs. 10x10,000) 

1,00,000 

Overhead (Rs. 15 x 10,000) 

1,50,000 

Total Cost 

5,50,000 

Profit 10% of Cost 

55,000 

Sales 

6.05,000 

Actual cost In 1971-72: 

2,00.000 

Materials 

Labour 

1,00,000 

Overheads 

1,50,000 


4,50,000 


The sales volume should therefore be of Rs. 5,05,000 (Rs. 4,50,000+Rt. 
The selling price should therefore, be Rs. 50-50 (Rs. 5,05,000/10,000) 


(c) The method of recovery of overheads as a percentage of 
material cost is highly inappropriate in the present case. Since the 
overheads are fixed, charging of overheads as a percentage of mate- 
rial may result in under or over-recovery of overheads because price 
of materials may fluctuate. For example, in the present case there 
is an under-recovery of Rs. 50,000 on account of overheads. The 
statement for 1971-72 shows a profit of Rs. 40,000, but actually 
tW ;* a loss of Rs. 10,000. Since most of the overheads depend 
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on time, it will be appropriate in future to charge overheads as a 
percentage of direct labour cost. 

Problem 15 

The New Enterprises Ltd. has three Production departments 
A, B and C t and two Service Departments D and E. lhe Allow¬ 
ing figures are extracted from the records of the company : 


Rent and rates 
General lighting 
Indirect wages 
Power 

Depreciation of Machinery 
Sundries 

The following further details are available : 


5.000 

600 

1.500 

1.500 

10.000 

10.000 


Floor Space (sq. ft.) 
Light points (Nos.) 
Direct Wages (Rs.) 
H.P. of Machines 
Value of Machinery 
Working hours 


Total 

10,000 

60 

10.000 

150 

Rs. 2.50.000 


A 

2.000 

10 

3,000 

60 

60.000 

6.226 


B 

2.500 

15 

2.000 

30 


C 

3,000 

20 

3.000 

50 


80.000 10,000 
4,028 4.066 


D 

2.000 

10 

1,500 

10 

5,000 


5.000 


The expenses of D and E arc allocated as follows : 

A B C D E 

D 20% 30% 40% — 10% 

E 40% 20% 30% 10% — 

What is the total cost of an article if its raw material cost is 
Rs. 50, labour cost Rs. 30 and it passes through Departments A, B 
and C for 4, 5 and 3 hours respectively ? „ _ , r J N 

(I.CW.A. Inter.) 


Solution 

DEPARTMENTAL DISTRIBUTION SUMMARY 



Direct wages 
Rent and Rates 
General lighting 
Indirect wages 

Power 

Depreciation of 
machinery 
Sundries 


Basis of 
Apportionment 


Actual 

Re. 0 50 per sq.ft. 

Rs. 10 per point 

15% of direct 
wages 

Rs. 10 per H.P. 

4% af value of 
machinery 

100% of Direct 
wages 


Total 



Production Service 

Departments Departments 


Rs. Rs. 



1.500 500 

1,000 250 


200 200 
1,500 500 


Total departmental overhead 


30,600 
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SECONDARY DISTRIBUTION SUMMARY 
_(Repeated Distribution Method) 


Item 

Production 

Departments 

Service 

Departments 

A 

Rs. 

B 

Rs. 

C 

Rs. 

D 

Rs. 

E 

Rs. 

Total as per Distribution 
nummary 
' Dept. D 

Dept. E 

Dept. D 

Dept. £ 

Dept, D 

H 

pa 

[feyt a T 

* 1 Bi 

9,560 

1,850 

611 

82 

6 

1 

4,625 
(-) 4.625 
204 
(-) 204 

<“)2 

1,575 
463 
<-) 2,038 
20 

(-) 20 

Total 

9,339 

9.061 

12,200 


Working hours 

ig 

4,028 

4,066 

Rate per hour 

EJ 

2-25 

m 



Direct Material 
Direct Labour 


Prime Cost 
Overheads 

Dept. A. 4 hours @ Rs. I SO per hour 
Dept. B. 5 hours @ Rs, 2 25 per hour 
Dept. C. 3 hours @ Rs. 3 00 per hour 

Total 


600 
11 25 
900 


Ra. 

50 

30 

mT 


2625 

106-25 


Problem 16 


Calculate the machine hour rate from the following parti¬ 
culars : 


Cost of machine 

Estimated life 

Number of working hours 
per annum 

Amount taken as a loan @ 
9 per cent per annum to 
purchase machine (rest 
provided by the firm 


— 

Rs 50.000 (estimated scrap value 
Rs. 5,000) 

10 years 

1,900 (ineluding 100 hours for repairs) 


Rs. 35.000 


i es 
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Diesel oil consumption per 
hour of run 
Insurance 

Repair and Maintenance 
Wages of operator 
General overheads (appor¬ 
tioned to the machine) 


4 litres @ Re. 0-80 per litre. 

1% per annum 
Rs. 500 per annum 
Rs. 1*20 per hour 

Rs. 800 per a nnum _- 

- \B. Com. Udaipur, i971 ) 


Particulars 


Standing Charges : (per annum) 

Insurance (1% of Rs. 50,000) 

General overheads 

Wages of operator (Rs. l’20x 1,800) 

Total Standing charges 

Hourly Rate of Standing charges (Rs. 3,460/1,800) 
Machine Expenses : 

Rs. 50.000-Rs. 5.000 

Depreciation -i” 800 x 10 

Repairs and Maintenance (Rs. 500/MW .. . 

Diesel oil (4 litres per hour @ Re. 0 80 per litre) 



Amount 

Rs. 

Rs. 

500 

800 

2.160 


3,460 

1*92 


250 


2,50 

0*28 

3-20 


7-90 



Maehine Hour Rate 

The hours for repairs are not hCnC * cffCCti 

workinghoursof the machine are 1.800 only. |hc 

Interest on loan has not been taken .nto acc * 
putation of machine hour rate since it is an item ot a uu 

nature. 

From'the data given below, calculate the machine hour uM s 

Rs. 

Rent of the department (space occupied by machine 
l/5th of the department) 19 lwo 

Lighting (number of men in the department 12, two 
engaged on this machine) 

Insurance, etc. 

Cotton, waste, oil, etc, . 

Salary of foremen (one fourth of the 

is occupied by this machine and the remainder 
equally by the other two machines) . . 

The cost of the machine is Rs. 9,200 and it has 

scrap value of Rs. 200. 

It is assumed from past experience— _ 

(i) that the machine will work for 1,800 !hours per am 
(ti) that it will incur an expenditure of Rs. 1,125 m respec 
of repairs and maintenance during its entire lite. 

(m) that it consumes 5 units of power per hour at a cost 

(»r) that the P work?ng life of the machine wiU be 18^000 horns. 


an 


780 

288 

36 

60 


6,000 

estimated 


Standing Charges: 

S??.inl Rent of «hc department is R«. 780 per 


ann,,™ CDt of thc department is R«. 780 per 

th« sp . ac * occupied by the Machine is l/5th of 
ann,^ P , a K l n5 nt » th «rcfore. share of rent per 


are h en«a»S fo L dep A" ment is Rs 288 - 12 "ten 
enaaarf S, ,he D-:p«-. of which 2 men are 
gaged on this machine, so yearly lighting ex¬ 
penses of the machine are Rs. 288 x „ r,. 4g 


and for one month Rs. _R,. 4) 


monthRt S,*' 8 " <**• 36 ptr ■»■»« » pd Per 

momhR O " e,e (RS <0p0r ,nnum * nd 

Foremen's salary (Rs, 60.000. J time devoted for 


- • 4 aauaw u^WICU IUl 

this machine. So Rs. 1.500 allocated to 

•U._«- • ’ . . 


t 12-R4 Ch l i i5 ) PCraQnUniandfor ° aC m0Dth ,,500/ 


Total standing charges for one month Working 
hours, per annum 1,800 and for one month 150 

H °r00) RltC ^° f ,Ua< * iQg char * e5 (Hi. 150/150 


Machine Expenses : 


Depreciation : 

Cost of Machine 
L«ss scrap value 

Balance 
Working life 

Depreciation 


Rs. 

9,200 

200 


9 000 

18.000 hrs. 

iS -50 psi,e 


Repairs and Maintenance : 

Estimated total expenditure Rs. 1,125 

Hourly Rale paise 


Power: 

5 units per hour @ 6 paise per unit 


Machine Hour Rate 
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Pr ° bl rde the Machine Hour Rate front the following parti- 

culars : r s . 20.000 

Hrs - 15 '222 

Rs. 500 

2,000 

200 

5% 


Cost Machine 
Estimated life 
Estimated Scrap Value 
Estimated working hours per 
Estimated bouts required for maintenance 
Setting up time- 


acuuig u|/ . , 

Power 20 units @ Rs. 0 07 per unit per hour. 

Cost of repairs and maintenance (estimated) per 

**' '£*, or operators (lookiog after to. other. »aohtne to)f 

2. Wages per operator p.m. Rs. 150. 

Chemical, required for operate the toto. (per »o«h) 
Rs. 100. 2C0 

Overhead chargeable to the machine p.m Ks. • 

Insurance Premium (per annum) 1% of the cost of machine. 
COMPUTATION OP MACHINE HOUR RATE 


Particulars 


Standing charges : 

Overheads (200 x 12) 

Insurance (1% on Rs 12 \ 

Wages of operators^-j- ) 



Amount 

Rs. 

2,400 

200 

Rs. 

900 


3,500- 



Hourly Rate for Standing Chargs (3,500/1.BOO) 
Machine Expenses: 

/ ai.uuu —jw ^ 
d Maintenance 

/ lOrta, 11\ 

Chemical 
Power 


_ --- ^20,000— 500\ 
Depreciation ^— 15 qoo 

Repair and Maintenance 
/100xl2\ 

Its or; 

/20x0*07x 1,710\ 
V 1,800 ) 


(1,500/1.800) 


Machine Hours Rate. 


1-94 

1-30 

0-83 

067 

133 


607 


Note : (0 Maintenance hours are not productive hqurs and hence exclu¬ 
ded from estimated working hours. 

(«) Setting-up time has been assumed as part of productive time 
and therefore has not been excluded from estimated working 
hours. 

(00 Power consumption would not be there during the P^joaof 
setting-up and hence it has taken for 1,710 hours only (1,*00 
less 5% setting-up). 
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Preblem 19 

From the following data work out the predetermined machine 
hour rates for Departments A and B of a factory. 

Preliminary Estimate of Expenses 



Total 

Deptt. A 

Deptt. B 


Rs. 



Power 

15,000 

# 


Spare Parts 

8,000 

3,000 

5.000 

Consumable Stores 

5,000 

2,000 

3,000 

Depreciation of Machinery 

30,COO 

10,000 

20.000 

Insurance of Machinery 

3,000 



Indirect Labour 

40,000 



Building Maintenance 

7,000 




The final estimates are to be prepared on the basis of the above 
figures after taking into consideration the following factors : 

(а) an increase of 10 per cent in the price of spare parts. 

(б) An increase of 20 per cent in the consumption of spare 
parts in Deptt. b only. 

(c) Increase in the stright-line rate of depreciation from 10 per 
cent on the original value of machinery to 12 per cent. 

(d) 15 per cent general increase in wage rates. 


The following further information are available : 


Deptt. A 
80,000 

25,000 

15,000 


Deptt. B 
1 , 20,000 
2 

30,000 

20.000 


ADJUSTMENT ON PRELIMINARY ESTIMATES 


Total 

Rs. 


Deptt. A 
Rs. 


Deptt. B 
Rs. 


Estimated Direct Labour Hours 
Ratio of Kw rating 
Estimated Machine Hours 
Floor Space (Sq. ft,) 

Solution 


1. Spare parts : 

Preliminary estimate 
Add 10% for increase in price 

Total 

Add for increase in consumption 
in Deptt. B only (20%) 


2 . Depreciation: 

Depreciation as per preliminary 
Estimate (10% on original 
value) 

Add for increase from 

10 % to 12 % 


8,000 

3,000 

5,000 

800 

300 

500 

8,800 

3,300 

5,500 

1,000 

— 

1,100 

9,900 

3,300 

6,600 


30,000 

10,000 

20,000 

6,000 

2,000 

4,000 

36,000 

12,000 

24,000* 
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3. Indirect Labour : 

Preliminary estimate • 40,000 

Add for 15% Increase in wage* 6,000 

46,000 


COMPUTATION OF MACAINE HOUR RATE 


Items 

Basis of apportion¬ 
ment 

Total 

Rs. 


Deptt. B 

Rs. 

Power 

Kw. rating 3 : 2 

15,000 

9,000 

6,000 

Spare parts 

Final estimates: 
direct 

9,900 

3,300 

6,600 

Consumable stores 

Direct 

5,000 

2,000 

3,000 

Depreciation of 
Machinery 

Final estimates 
direct 

36,000 

12,000 

24.000 

Insurance on 

Value of machinery 




Machinery 

(Depreciation 

ratio) 

3.000 

1,000 

2,000 

Indirect iabour 

Direct labour 
hours 

46.000 

18,400 

27,600 

Building main¬ 
tenance 

Floor space (3 : 4) 

7.000 

3,000 

4,000 

Total 


1.21,900 

48,700 

73.200 

Estimated machine 
hours 

Predetermined 



25,000 

30,000 

Rs. 1*95 

Rs. 2 45 

machine hours rate 




Problem 20. 

The following figures have been extracted from the books of a 
manufacturing company. All jobs pass through the company’s two 
departments : 



Working 

Finishing 


Deptt. 

Deptt. 


Rs. 

Rs. 

Material used 

6,000 

500 

Direct Labour 

3,000 

1,500 

Factory Overheads 

1,800 

1,200 

Direct Labour Hours 

12,000 

5,000 

Machine Hours 

10,000 

2,000 


The following information relates to Job No. 17 : 



Working 

Finishing 


Deptt. 

Deptt. 


Rs, 

Rs. 

Material used 

120 

10 

Direct Labour 

65 

25 

Direct Labour Hours 

265 

70 

Machine Hours 

255 

25 
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You are required. 

(a) to enumerate four methods of absorbing factory overheads 
by jobs, showing the rates for each department under the methods 
quoted ; and 

\b) to prepare a statement showing the different cost results 
for job No. 17 under each of four methods referred to. 

(B. Com. Delhi, 1971) 

Solution 


(0 As a percentage to Direct Material; 


Factory Overhea d w 
“Direct Material X 100 


Rate for Working Department — x 100-30% 

Rate for Finishing Department— 100-240% 

(//) As a percentage of Direct Labour 

Factory Overheads.. 

- Direct Wages * 100 

Rate for Working Department—x 100- 60% 
Rate for Finishing Department—-y—^-x 100—80% 


{Hi) Direct Labour Hour Rate : 

Factory Overheads 
Direct Labour Hours 
1 800 

Rate for Working Department— ■ ^ 

|—15 paise per hour 
Rate for Finishing Department— 

—24 paise per hour 

(fv) Machine Hoar Rate : 

Factory Overheads 
Machine Hours 

Rate for Working Department- 

—18 paise per hour 
1.200 
~ 2,000 ‘ 

— 60 pkhe-per hour 


Rate for Finishing Department 
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COMPARATIVE COST STATEMENT OF JOB NO. 17 FOR WORKING 

DEPARTMENT 



Material 

Cost 

Direct 

Labour 

Direct 

Labour- 

Machine- 
Hour Rate 

Particulars 

Percentage 

Cost 

Hour Rate 



Rate 

Percentage 




(0 

Rate 

tii) 

(tii) 

(fv) 


Rs. 

Rs. 

• 

Rs. 

Rs. 

Materials used 

120 

120 

120 

120 

65 

Direct labour 

65 

65 

65 

Prime Cost 

Add Factory Overheads. 

185 

185 

185 

185 

(0 @ 30% of Materials, 
Rs. 120 

36 




(ii) @ 60% of Direct 


39 



Wages, Rs. 65 




(///) 15 paise per hr. for 

265 hrs. 

(/v) 18 paise per hr. for 

255 hrs. 



3975 

45-90 

Total 

221 

224 


230 90 


COMPARATIVE COST STATEMENT OF JOB NO. 17 FOR FINISHING 

DEPARTMENT 



Material 

Direct 

Direct 


Cost 

Labour 

Labour 

Particulars 

Percentage 

Cost 

Hour Rate 


Rate 

Percentage 




Rate 



(0 

(H) 

(Hi) 


Rs 

Rs. 

Rs. 

Materials used 

10 

10 

10 

Direct labour 

25 

25 

25 

Prime Cost 

Add Factory Overheads : • 

35 

35 

35 

(0 @ 240% of Direct 




Material Rs. 10 

24 



(ii) @ 80% of Direct 




Wages Rs. 25 


20 

•. 

(HI) 24 paise per hr. for 



16-80 

70 hrs. 



(iv) 60 paise per hr. for 




25 hrs. 




Total 

59 

55 

51 80 

Total brought from 
Working Department 

221 

224 

224 75 

Total Cost 

280 

279 

276-55 


Machine 
Hour Rate 


■ss- 


10 

25 


35 


15 


50 

230-9 


280-S 
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Problem 21 


From the budgeted figures of the Mysore MetaJ Works : 
(o) Prepare normal overhead application rates using : 

(») Direct Labour-hour Method ; 

(it) Direct Labour-cost Method ; and 
(Hi) Machine-Hour Rate Method. 

BUDGETED FIGURES 


Estimated factory overheads for the year 
Estimated direct labour hours for the year 
Estimated direct labour-cost for the year ' 
Estimated Machine Hours 


Rs. 58,000 
1,34,600 
Rs. 97,800 
50,500 


(b) Prepare a comparative statement of cost showing the 
result of application of each of the above rates to job No. 847 from 
the data given below : 


Cost of direct material consumed Rs. 42 

Direct Labour wages Rs. 45 

Direct Labour hours 30 

Machine hours 20 


(c) Indicate what method of overhead recovery would be 
preferable giving reasons. 

Solution 


(a) (/) Overhead Rale as per Direct Labour Hour Rate Method : 
Estimated fectory overhead for the year 
Estimated direct labour hours for ihe year 

■ i JRs ’ direct labour hour 

(tf) Overhead Rate as per Direct Labour Cost Method: 

Estimated factory overhead for the year 
Estimated direct labour cost for the year 

“ f U 97 < 800 sRs ‘ ° 593 pcr H* 1 ** dircct labour cost 

Expressed as a percentages 593x 100-59 3% 

(Hi) Overhead Rate as per Machine Hour Rate Method : 

Estimated factory overhead for the year 
’ Estimated machine hours for the year 

Rs. 58,000 1*149 per mlchine hour. 


(6) COMPARATIVE COST STATEMENT OF JOB NO. 847 


Element of cost 

Direct labour 
hour method 

Direct labour 
cost method 

Machine hour 
rate method 


Rs. 

Rs. 

Rs. 

Material at cost 


4200 

4200 

Direet labour wages 


# S 1 . 1 Hr ' 

4500 

Applied overhead 

1293 

26-69 

22-98 

Total cost of the Job 

99-93 


109 98 
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(c) Most of the overhead expenses accrue on time 
and therefore, it will be appropriate either to use Machme » 
Rate (where machine plays a dominating role in P rod “f^on) or 
Direct Labour Hour Rate (where manual labour plays a dominating 
part in production) as may be appropriate In the present case the 
average hourly wages of workers in Mysore Metal Works is 
Re. O'727 (Rs. 97,800-r 1,34,600] while workers working on Job 

No. 847 receive Rs. 150 per hour (Rs 58j30) Th, » sl ?ow* that 

workers working on Job No. 847 are skilled workers. This implies 
that Job No. 847 makes a greater use of machines. If this is so, 
the machine hour rate, will be most suitable for allocation of over¬ 
heads in the instant case. Absorption of overheads on direct 
labour hour rate method would lead to under-costing in such a 

case. 

SINGLE OR OUTPUT COSTING 

Problem 22. 

The modern Manufacturing Company submits the following 
information on 31st March 1977 : 

Sales for the year 

Inventories at the beginning of the year 
were m 

Finished goods 5 s * 

Work-in-progress Rs- 4,000 

Purchase of materials for the year were 
Material inventory at the begimng of 
the year was Rs. 3,000 and at the 
erd of the year of Rs. 4,000 

Direct labour was 

Factory overhead was 60% of the direct 
labour cost. Inventories nt the end 
of the year were— 

Work-in-progress Rs- W 

Finished Goods Rs. 8.000 

Office expenses for the year were — 

Selling expenses 10% of sales. 

Administrative expenses 5% of sale. 

Prepare statement of cost. 

Solution : 

Statement of Cost of the Modern Manufacturing Co. 
for the year ending March 31, 1977 

Materials Consumed: „ 

Rs. Rs. 

Inventory at the beginning iA’nSS 

Add Purchases during the year 1 , 10,000 


Rs. 2.75.000 


Rs. 1,10,000 


Rs. 65,000 


(C.A. Inter May 1977) 


Less Inventory at the end 
Direct labour 

Factory overheads @ 60% of labour 
Add work in progress at the beginning 


1,13.000 

4,000 


1,09,000 

65,000 


Prime Cost 1,74,000 
39,000 


2.13.000 

4,000 

2.17,000 
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Less work in progress at the end 


COST ACCOUNTING 

6,000 


Works Cost 2,11,000 

Administrative Expenses : 5% of sales , 1 J.750 

Total Cost of Production 2,24,750 


Statement of Profit or Loss daring the year 
ended 31st March, 1977 


Ra. 


Opening Inventories of finished goods 

Add Cost of goods produced during the ycat 

7,000 

2,24,750 

Less Closing Inventories of finished Goods 

2,31,750 

8,000 

Cost of goods sold 

Add : Selling Expenses @ 10% of sales 

2.23,750 

27.500 

Cost of Sales. 

Profit (Balancing figure) 

2,51,250 

23,750 

Sales 

2,75,000 


Problem 23 

Electronics Ltd. furnish the following information for 10,000 
1 V values manufactured during the year 1978. * 


Ra. 

Material 90.000 

Direct wages 60*000 

Power and Consumable Stores 12,000 

Factory Indirect wages * 15,000 

Lighting of Factory 5,500 

Defective work (cost of rectification) 3,000 

Clerical Salaries and Management Expenses 33,500 

Selling Expenses 5,500 

Sale proceeds of Scrap 2,000 

Plant Repairs & Maintenance and Depreciation 11,500 


The net selling price was Rs. 31.60 per unit sold and all units 
were sold. 

As from 1st January, 19 79 the selling price was reduced to Rs. 
31 per unit. It was.estimated that production could be increased in 
1979 by 50% due to spare capacity. Rate for Materials and Direct 
wages will increase by 10%. 

You are required to prepare— 

(a) Cost sheet for the year 1978 showing various elements of 
cost per unit ; and 

(b) estimated cost and profit for 1979 assuming that 15,000 
units will be produced and sold during the year and factory over¬ 
heads will be recovered as a percentage of Direct wages and office 
and selling expenses as a percentage of works cost. 


( C . A. Inter) 
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01NGLB OR OUTPUT COSTING 
Solution: 

Cost Sheet of Electronics Ltd. for the yenr 

« *__1MO 


ending 31st Dec. 1978. 


(Output: 10.000 Units) 


tens is 
Wages 


Prime cost 


Factory overheads : 

Power Sl Consumable Stores 
Factory Indirect wages 
Lighting of Factory 
Defective work (cost of 

rectification) 
Plant Repairs & Maintenance 
at Depreciation 

Less Sale of Scrap 


Rs. 

12,000 

15,000 

5.500 

3,000 

11.500 

47,000 

2,000 


Works Cost 
Office overheads : 

Clerical Salaries dc Management 

Expenses 

Cost of Production 
Selling overheads : 

Cost of Goods Sold 
Profit 


Total Cost 
Rs. 


90.000 

60,000 

1,50,000 


Sales 


45,000 

1,95,000~ 

33,500 

2,28.500 

5,500 

2.34,000 

82,000 

3,16,000 


Cost per Unit 
Rs. 


1500 


1950 


22*85 

055 

23.40 
8 20 

31-60 


Estimated Cost Sheet for 1979 TT 

Output : 15000 Units 



Materials: 15030 Units @ Rs.^^ 

Add : 10% *13|S0 0 

Direct wages : 15000 Units @ 

Rs. 6 90,000 

Add : 10% 9,000 

Prime cost 

Factory overheads : 75% of wages 

Works cost 

Office at Selling Expenses : 

20 % of works cost 

Cost of goods sold 
Profit 


Total Cost 
Rs. 


1,48.500 


99.000 


2,47,500 

74,250 


3,21,750 

64.350 


3,86,100 

78,900 


Unit Cost 
Rs. 



16*50 

4*95 


21-45 


25*74 

5*26 


Sales 
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Problem 24 


From the Cost Ledger of Yamuna Industries, the following 

Tin tinn wm fnr <a iQ7fi • " 


--— V* * mn win A, 

information was obtained for the year 1978 

Rent St Taxes for factory premises 
Lighting of the factory 
Depreciation (Plant) 

StafT Salaries 
Management salaries 
Power 

Indirect wages 

Repairs and maintenance (plant) 

Cost of rectification of defective work 
Consumable Stores 
Selling expenses 
General Expenses 
Receipt from sale of scrap 
Profit from gusst house 

: ffiSSSL'jK r r* 

Pnce wa, R,. 470 per unit. All the uniu were sold Mt ,elHn * 

reduced ,o 

increased in 1979 b v 50 nor r. *nr ,u P* -0 .^ 1101100 could be 
or extra shift working 5 P h ° U ‘ lncurnn 8 »«y overtime 

1978 ,,a, ' ment5 showing (1) different elements of cost for 

to be made in solving the problem should be stated. q 


Rs. 

2,800 

5.200 
7,000 

24,000 

12,000 

9,000 

24,500 

20,000 

5.600 
15,000 

14.600 

9.200 
2,400 
1.000 


(C.A, Final) 
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Solution : , . 

Yamuna Industries 

COST SHEET FOR THB YEAR 


1978 

Output: 1.00,000 unit*. 


' Materials 

Wage* 

Prise Cost 

Other Varitble Charges: 
power 

Consumable Stores 
Rectification of defective work 

Uss Sale of Scrap 

Variable Cost 

Fixed Charges : 

Works : Indirect Wages 
W Repairs & Maintenance (Plant) 

Depreciation (Plant) 

Rates & Taxes of factory 
Lighting of factory 


Office : Management Salaries 
Staff Salaries 
General Expenses 


Selling Expenses 


Profit 


Factory Cost 


Office Cost 


Cost of Sales 


Sales 


Pet Unit 
Rs. 

1 

1*20 


009 

015 

0056 

3-296 

0024 

3-272 

0-245 
0-200 
0 070 
0028 
0052 

3- 86T 
0-120 
0-240 
0 092 

"4-319 

0147 

4- 466 
0-234 

4-700 


Total 

Rs- 

1,80.000 

1,20.000 

3,00,000 

9,000 

15,000 

5,600 

” 3^600 

2,400 

3,27.200" 

24,500 

20.000 

7,000 

2.800 

5.200 

~86,700 

12,000 

24,000 

9.200 

"”4.31.900 

14,660 

’" 4 ,46.560* 
23.440 

4,70,000 


ESTIMATED COST SHEET FOR 


1979 

Output : 1,50.000 units 


Material 

Wages 


Variable charges less scrap value 


Prime Cost 


Fixed charges 
Works 
Office 
Selling 


Variable Cost 

59,500 

45,200 

14,660 


Cost Sales 
Profit 


Per Unit 

Rs. 

1-80 

1-20 

300 

0-272 

3*272 


0-796 

4068 

0-432 


Selling Price 4-500 


Total 

Rs._ 

”2770,000 

1,80,000 

T50.000 

40,800 

4,90,800 


1,19,360 

6,10,160 

64.840 

6.75,000 
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Working Notes : 

(1) Defectives have been assumed to be normal. 

(2) Profit on guest house would not be taken in cost accounts. 

(3) Variable charges have been calculated on unit basis. 

(4) Selling and other expense* of fixed nature would not increase' with 
production. 

Problem 25 


A certain factory produces a uniform type of articles and 
has a capacity of producing 1,500 units per week of 48 hours. The 
following information shows the different elements of cost for 5 


ioiiowing information shows the different elements - — - 

consecutive weeks of 48 hours each when the output has changed 
from week to week 

Direct Direct 

Material Labour 

Rs. 

800 1.600 

1.000 2:000 

1,600 3,200 

You are asked to find out the selling price per 
weekly output will be 1,000 units and profit of 8J°/ C 
will be made. 

Solution 


Units Produced 
In 48 hours 

400 

500 

800 


Factory overhead (partly 
fixed and partly variable) 

Rs. 

3,800 
4,000 
4,600 

unit when the 
on Sale Price 


Following facts emerge from the data given in the question : 

(а) The direct material cost is Rs. 2 per unit and the direct 
labour cost is Rs. 4 per unit. 

(б) On comparison of the figures of the second week with 
those of the first week, it is found that for an increase of 100 units 
in output there is an increase of Rs. 200 in variable factory over¬ 
head. This means that the cost of variable factory overhead is 
Rs. 2 per unit. Similarly, the comparison of the figures for the 
third week with those for the second, also discloses that there is 
an increase of 300 units in output and an increase of Rs. 600 in 
variable factory overhead. This also shows that the cost of variable 
factory overhead is Rs. 2 per unit. 


STATEMENT OF COST OF 1,000 UNITS 

Direct Materials at Rs. 2 per unit 

Direct Labour at Rs. 4 per unit 

_ Prime Cost 

Factory overhead (both fixed and variable) 

Works cost of 1,000 units 

Coat per unit 

Add : Profit (8$% on Sale Price or 1/11th of Cost Price) 

Selling Price per unit 

Rs. 

2,000 

4.000 

6.000 

5,000 # 

11,000 

11 

1 

12 



•The Factory Overheads (both fixed and variable) for 800 units ate 
Rs. 4,600. Thus the fixed factory overheads are Rs. 3,000. The factory Over¬ 
heads for 1.000 units will therefore, be Rfl, 5,000 (Rs. 3,000+Rs. 2,000). 
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Problem 26 

A manufacturer produces 8,000 units per mensum, split op 
cost and sales value of which is given below : 


per unit 


Rs. 

Direct material 

30 

Direct labour 

20 

Fixed overheads (Ra. 2,00,000) 

25 

Variable overheads 

40 


nT 

Selling and distributive expenses : 

10 

Fixed (Rs. 80,000) 

Variable 

15 


140 

General Administration etc. 

. 30 

(fixed Rs. 2.40,000) 

Margin of Profit (subject to taxation) 

5 

Selling Price 

TtT 


Due to increase in demand and consequent extension of deli¬ 
very dates and dissatisfaction among customers, the management 
decided to provide for an output of 12.000 units per m J u 
next year (against an anticipated demand for 15 000 units) whic 
would involve a capital outlay of Rs. 6.00,000 on which interest and 
finance charges would amount to 10% per annum. Prepare a com¬ 
parative consolidated cost statement showing anticipated margin oi 
profit for the present output (of 8,000 units) and the proposed output 
(of 12,000 units). 

Assume that in the coming year there will be an all-round 
increase of 5% in the different items of expenses except fixed 


expenses. 

Due to the proposed increase in output (if the proposal is 
adopted) there will be an increase of 25% in “Fixed overheads , 
20% in “Fixed Selling and Distribution Expenses and 1U / 0 in 
“General Administration etc ” apart from interest and finance 
charges. 

If it is decided to maintain the present level of sales, an in¬ 
crease of 2% in sales price is possible and this figure should be taken 
for the level of production at 8,0(0 unhs per mensum. 
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Solution 

COMPARATIVE CONSOLIDATED COST STATEMENT 
Showing anticipated margin of profit for the present and proposed output 


Elements of Cost 


Direct material (Re. 30 per unit plus 
5% anticipated price increase) 
Direct labour @ Rs. 20 plus 3% 
anticipated increase) 

Fixed overheads 
Variable overheads (Rs. 40 per unit 
plus 5% anticipated increase) 

Total Production Cost 
Selling and Distribution Expenses ; 
Fixed 

Variable capenses @Rs. 15 plus 
5% 


General Administration etc. 


Interest on capital outlay @ 10% on 
Rs. 6.00,000 for production of 
12.000 units 


Monthly Production 


8.000 units 


12.000 units 


Total 


2.52.000 

1 , 68,000 

2.00.000 

3.36.000 


9,56.000 

80,000 

1.26.000 


per unit Total p« Unit 


31-50 3,78.000 31*50 


2100 

2500 


2,52.000 

2.50,000 


2100 
20 83 


42 00 5.04.000 42 00 


119*50 

1000 

15-75 


13,84,000 

96,000 

1,89,000 


115-33 

800 

1575 


11,62.000 

2.40.000 


145-25' 

30-00 


Margin of Profit 

Selling Price (at Rs. 175 plus 2% 
for 8,000 units and @ Rs. 175 for 
12.000 units 


14.02.000 
26,000 


14.28.000 


16,69.000 

2,64.000 


5.000 


139 08 
2200 


042 


175-25 19.38.000 161 50 

3-25 1.62.000 1350 


178-50 21.00.000 175 00 


Problem 27 

A small manufacturing unit sold its output in 1978-79 for 
Rs. 12,000 at Rs, 12 per unit. The total fixed charges of the estab- 
lisment amounted to Rs. 1,500 per annum and the variable cost per 
unit of production was Rs. 8'50. 

The management wants to reduce the selling price to Rs. 10*50 
per unit and tOxmaintain the tame amount of profit as before. Hoy 
many more units should be produced and sold to give effect to this 
decision ? 


Solution 


Total Sales Value 

Number of units produced- SclliDg PrtCC ol 0DC U ^T 

—1,000 units produced. 


Rs. 12.000 
rs. ir 
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Cott of Production—Fixed oharget 4-Variable cost 
-Ra. 1,500-f (Ri. 8 5 x 1,000) 

-Ri. 10,000 

Profit—Rs. 12,000—R*. 10,000-Ra. 2.000 

Suppose increased output is AT. 

The cost of producing X units wlll-be 

-Fixed Charges 4-Variable Cost 
-Rs. 1.500+(Rs. 8-5 X) 

Sale proceeds—Rs. 10*5 X 

Because, Sale Price—Cost Price—Profit 
10-5 AT-(1,5004-8 5 *)-2,000 

or 10-5 AT—8-5 X-2, 0004-1.500-3.500 

or 2A'—3,500 

Xtm h*p. «i f 750.» 

The increased output b, therefore, 1,750 units. Thus to ca Tf 
the same profit of Rs. 2,000 at the selling price of Rs. 10 50 per unit, 
750 more units should be produced. 

Problem 28* 

The cost structure of an article, the selling price of which is 
Rs. 500, is as follows : 

Direct Material : 50% of the total cost. 

Direct Labour : 30% of the total cost. 

Overhead : Balance. 

Due to anticipated increase in exbting material price by 20 
per cent and in ihe existing labour rate by 10 per cent, the exis g 
profit would come down by 30 percent if the selling price remains 
unchanged. 

Prepare a comparative statemenf showing the cost, profit and 
sale price under the present conditions and with the » nc j;ease 
ted for the future, assuming the same percentage of profit on cost as 
under present conditions (calculations may be made to t ie 
rupee) had to be earned. X%nM) 

Solution 

Selling Price =Rs. 500 

Let us assume Total Cost as X 


‘The Problem may also be solved according to the technique of marginal 
costing explained in Chapter 16 of the book. 

_ . . , Fixed cost94-Desired Profit 

Units to be produced-Contribution per UEit 

Rs. 1.500-1-2.000 3.500 

“Rs. 2(S,P.—Variable Cost)" 2 
-1,750 Units, 
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Direct Material 
Direct Labour 
Overhead 


Present Condition 
•3* 

• 3 * 

■lx 


Total Cost 


Anticipated Condition 
'6x 
•33x 
‘2x 

113* 


Profit (R». 500-*) (R». 500-1 13*) 

(500—*)—(J00—1 13*)-30% of (500-*) 
or -*+113*=150--3* 

-43*-150 

x«=Rs. 350 approx. 

•Coat-Rs. 350 

COMPARATIVE STATEMENT OF COST. PROFIT AND SALE PR1CB 


Future Anticipation 


Particular* 


Sale Price (Per unit) 


Direct Material 
Direct Labour 
Overhead 


Present 

Condition 


Sale Priee 
Unchanged 


Sale Price 
In creased 



The Metal product Company produces a sewing machine that 
inn . 300. An increase of 15% in cost of materials and of 

*% in cost of labour is anticipated. 

, t on ly figures available are those given below, what must 

before*? P r * ce to give the same percentage of gross profit as 

(b) Material costs have been 45% of cost of sales. 

{b) Labour costs have been 40% cost of sales. 

(c) Overhead costs have been 15% of cost of sales. 

(d) The anticipated increased costs in relation to the present 

sales price would cause a 35% decrease in the amount of 
the preseut gross profit. (B. Com. Delhi) 
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Solution : 


Material 

Labour 

Overheads 


Selling Price =*Rs. 300 
Let cost be Ra. x 

STATEMENT OF COST OF SALES 

Present Condition 
•45 x 
•40 x 
•15 x 

Total Cost 1 x 


Anticipated Conditio* 
•5175 x 
•4400 x 
•1500 x 


1-1075 x 


The following equation is formed : 

(300—x)—(300—1*1075 x)-35% of (300-x) 
300—x—300+1*1075 x-105-0-35 x 


or 

or 

or 


•1075 x+0*35 x—105 
•4575 x-105 
105 105 v 

*"T57J:-"457r X 10000 


x-Rs. 229-50 

Therefore, gross profit«Rs. 300—Rs. 229*50—Rs, 70 50 
COMPARATIVE STATEMENT OF COST. PROFIT AND SELLING PRICE 


Particulars Present Cost 

Materials 45% of Rs. 229 00-103-275 
Labour 40% of Rs. 229*50- 91-80 
Overheads 15% of Rs. 229 50- 34 425 


Total Cost 229-50 


Increase 
15% of Rs. 103-275 15 50 
10 % of Rs. 9180 9*18 

2+68 


Anticipated Cost 


118-775 

100-980 

34-425 

”254 18 


If Total cost is Rs. 229 00 The selling Price-Rs.300 

300 

,, 254 18 


•• •• 


*• 


•• 


x 254-18 


•• 229-50 

«=Rs. 332-25 Ans. 


Problem 30 

A firm manufactures metal containers of several types. A 

simple costing system is in operation under wta * h p ^ r 0 VLIhiVl5 
are kept of the material consumed in the manufacture of eac " 
completed during the accounting year. Wages and overhead, are 
allocated in the proportion to the cost of raw materials. Accounts 
are made upto 30th June. 

During the year upto 30th June 1979. the output of type "AT 
was 2,00,000. The cost of raw materials used was Rs. 7,50U. ine 
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«w account™ Q 


following is the Summarised Statement of the Manufacturing and 
Front and Loss/Account for the year. 


Particulars 

1 Ri ‘ 

Particulars 

Rs. 

To Raw Materials 

To Factory Wages 

To Factory Expenses 

To Finished Goods 

1st July, 1975 

Gross Profit c/d 

To Offiec and Administra¬ 
tive Expenses 

To Net profit 

m 

By Sales 

By Finished Goods on 

30th June. 1976 

By Gross Profit b/d 

88,500 

5,000 

63.750 

5.000 

24.750 

93.500 

93,500 

24^750* 

10,500 

14,250 


24,750 


24,750* 




far. 0 ct 0 r er .! 979, ‘ he b “ ,in ? s „ w « offered Government con- 

,n a “V raC T e and ,* up Pjy 5°.000 d type containers, the price 

to allow a net profit equal to 10% of cost. 

*» a g r <*d ***** ail expenses chafed in the above account 

r t em, d inrh,H b irf ele . me ?“ of . °? st whh ‘he expection of the foUowing 
items included under Administrative expenses 

Advertising Rs. 850 disallowed 

Bad Debts Ra. 100 disallowed 

Directors* fee Rs. 2,000 to be restricted to Rs. 1,500. 


It was ascertained that in October 1979, the cost of raw ma¬ 
terials was 4% above the average of 1978-79 and the wages per- 
man hour have increased by 6% factory expenses per unit of output 
are estimated not to have changed but the proportion of office and 
administrative expenses (owing to increase of output) have been 
reduced by 10%. 


You are required to calculate, on the basis of these estimates 
what the total contract price should be for 50,000 containers. 
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STATEMENT EHOWn ! G E COST o ™DS g .t f <a PRICE OF 


Raw Materials: 


50,000 104 

7,500 x 2 00,000 x 100 



1,950 00 

W * ge * 1 7.500 50.000 106 

15,000 x 3? 500 * 2,00,000 x 100 


1 

79500 



Prime Cost 1 

“7^0 

Factory Expenses: 7J0Q ^,000 

11,250 x 37(SOO x 2 , 60 , 000 ' 



562-50 


I« 

Factory Cost 1 

3,307-50 

Office and Admlni.trative Bapenses^ 
(10,500—1,450*) x J7 500 * 2\00,000 X 

90' 

Too" 


407-25 

Net Profit @ 10% an cost 

ToUl Cost 

3.714-75 

371-48 



Selling Cost 

-1— 

4.086-23 


•The figure has been arrived at as follows : . 

Rs. 850 being disallowed expenditure on Advertising 
Rs! 100 being disallowed expenditure on Bad Debts. 

Rs* 500 bein* disallowed expenditure on Director’s fee, 

Rs. M50 

Problem 31 • 

Th, National Industries Ltd. manufacture a standard article 
in three 1 qualities of which they produced during the year ending 

31st March, 1979 the following : 

42,000 articles of quality A 

48,000 . * 

65,000 . c 

The stock of Finished Goods on 1st April, 1978 were : Qua¬ 
lity A 2,000 Articles ; Quality B 3,000 articles; Quality C 1, 00 

articles, 

Sales during the year were : 

Quality A 40,000 articles at Rs. 12 each. 

B 50,000 articles at Rs. 8 each. 

C 60,000 articles at Rs. 4 each. 

and the following further figures were extracted from Company’s 
books in respect of the year. 
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Ra. 

Work-in-progress on 1st April, 1978 47,000 

Work-in-progress on 31st March, 1979 16.000 

Cost of Raw Materials in manufacture 2,60,000 

Cost of stores used in manufacture 36,000 

Manufacturing wages 4.14,000 

Depreciation (works) . 20.000 

Works oncost * 1,00,000 


Assuming the percentage rate of Gross Profit to be the same 
in the case of all three qualities, prepare accounts showing the Gross 
Profit on T-ading to be carried to the company’s Profit and Loss 
Account for he year. 

Souk.Aon : 

MANUFACTURING and trading account 


for the year ending 31-3-1979 


To Work-in.progress on 

1-4-78 

To Raw Materials consumed 
To Stores consumed 

To Manufacturing wages 

To Depreciation (works) 

Rs. 

47,000 

2.60.000 

36,000 

4.14.000 

20,000 

By Work-in-progress 

By Cost of Production : Rs. 

A 42,000 @ Rs. 9=3,78.000 
££.000gRs. 6-2.88.000 
C 65,000 @Rs. 3-1.95,000 

Rs. 

16,000 

8,61,000 

To Works oncost 

1,00,000 



8,77,000 


8,77,000 

To Opening Stock : 

A 2,000 Rs. 9—18,000 
B 3,000 Rs. 6=18,000 
C 1,000 @Rs. 3= 3,000 

39,000 

8.61,000 

2,80,000 

By Sales: 

A 40,000 <g Rs. 12=4 80,000 
B 50,000 g Rs. 8-4.00,000 
C 60,000 @ Rs. 4 -2,40,000 

11.20,000 

To Cost of Production : 

A 42.000 @Rs. 9=3,78,000 
£48,000 @Rs. 6=2,88,000 
C 65,000 @Rs. 3 = 1,95,000 

By Closing Stocks : 

A 4,000 @ Rs. 9=36,000 

B 1,000 ® Rs, 6= 6.00 0 
C 6,000 @Rs. 3=18,000 

To Gross Profit (25% on 

Sales) 

60,000 


11,80 000 


11,80,000 






Notes : (0 Tho rate of Gross Profit is the same in the case of all the three 
articles, therefore, cost of production must be in direct proportion to the selling 
price of the articles produced 


Rs. 

Selling Price of articles produced : A -42,000 @ Rs. 12=5,04,000 

£—48,000 @ Rs. 8 = 3,84.000 
C—65,000 @ Rs. 4-2.60,000 

Total Selling Price 11,48,000 
Total Cost of Production 8,61,000 

Total Gross Profit 2,87,000 


Less : 
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Percentage of Gross Profit on Sales** 000 x 100—25%. 

Cost of Production of each type of article can be found out by deducting 
from the price this percentage of profit 

Rs. Rs. Rs. 

A 5,04,000—1,26,000**3,78,000 
B 3,84,000— 96,000 -2,88.000 
C 2,60,000— 65,000—1,95,000 

8,61,000 


1976 

1977 

1978 

Rs. 

Rs. 

Rs. 

12.CO.COO 

10,00,000 

14,00,000 

6,10,000 

6.00,000 

6,20,000 

2,40.000 

2,00,000 

2.80,000 

1,60.000 

1,60,000 

1,60,000 

88.000 

80,000 

56,000 

75,000 

62,500 

87,500 


(H\ Unless otherwise given in the question openiog and closing atocks 
should be valued at the rate of current cost of production. 

Problem 32 

The elements comprising the cost of a factory output for the 


Materials 

Labour 

Works oncost and power 

Administrative Cost 

Selling & Distribution Costs 

Output (in tonnes) 

Following an examination of the figures, you are required to 
orate on what basis you would allocate oncost in quoting for a con¬ 
tract to supply 1 , 00,000 tonnes of the commodity representing the 

whole output fi-r the year 1979. 

What price would you quote, assuming that there was no 
change inth^ organisation and that a profit of 10% on works cost .. 
considered adequate ? 

Solution 

(o) Works Oncost and Power The figure* given «n question 
show that the works oncost and power for 1976, 1977 and 1978 
vary in direct proportion with the cost of materials, inz., 1»U . . 

210 The output also varies in the same proportion, t.e., IttU • 
150 : 210. Labour cost for these years varies in the ratio of I»3 : 
180 : 186 , while prime cost varies in the ratio of 181 : lOU . ZVZ. 
Our observation also discloses that works oncost and power re¬ 
present 20% of the cost of materials consumed during all the three 
years. The above analysis and comparison disclose the fact that 
Works Expenses etc. seem to vary directly with the cost of mate¬ 
rials consumed. It is, therefore, appropriate to allocate works 
oncost on the basis of materials consumed rather than on basis ol 
labour or prime cost. 



COST ACCOUNTING 


800 


(6) Administrative oncost. The amount of administrative 
oncost has remained constant inspite of fluctuations in output. 
It is, therefore, assumed that it will remain the same in the year 
1979. 


(c) Selling and Distribution Costs. These costs are showing 
a decreasing trend irrespective of fluctuations in the output. It is, 
therefore, assumed that these costs for 1979 will also show a dec¬ 
rease. An arbitrary figure of Rs. 45,000 has been taken for the 
year 1979 „ 

QUOTATION FOR THE SUPPLY OF 1.00.000 TONNES OF 
COMMODITY FOR THE YEAR 1979 


Raw Materials @ Rs. 16 per tonne 

Labour 



Works oncost and Power (20% on Materials) 

Prime Cost 

22,30.000 

3,20,000 

Administrative cost (same as before) 

Works Cost 


... . , Cost of Production 

Selling and Distribution costs 

II 

R 1 

Profit (10% on Works Cost) 

Total Cost 

II 

J5* 


Quotation 

1 30,10,000 


I 


Notes : (/) The cost of materials for each of the years 1976, 1977 and 1978 
is Rs. 16 per tonne of output. Hence the same rate has been taken for the year 
1979 also. 

(is) For every increase or decrease of Rs. 2,00,000 in the cost of material 
there has been a corresponding increase or decrease of Rs. 10,000 in labour cost. 
For the year 1979 there has been an increase of Rs. 2,00,000 in the cost of 
materials over that of the year 1978 and hence the cost of labour has also been 
increased by a sum of Rs. 10,000 over that of 1978. It has. therefore, been taken 
as Rs. 6,30,000. 

Problem 33* 

The management of a company is proposing to instal a new 
100 tonne plant in place of a 50 tonne plant which has been in 
operation for 10 years. From the following information, prepare a 
statement for presentation to the board showing the <*nect of the 
installation on costs and profits, and add your comments on the 
results disclosed. 
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particulars 


SSd£g aodTnstallation cost 

%S£tt2l*nv" * nnum 

0 shifts per day) 

Administrative expenses pet annum 
Output Per annum 

Wages per annum 

SSSffiffS P«r annum 

^nne 

Selllngpricn per tonne 


50 tonne Plant 


Rs. 

15,00.000 
45.000 
15 years 

330 days 

Rs. 

1,00.000 
16.500 tonnes 
Rs. 

12.000 
25.000 
6.000 
40.000 
50 per tonne 
75 per tonne 


100 tonne Plant 


-RaT 

20 . 00,000 
1 , 00.000 
15 years 

330 days 
R». 

1.00.000 
35,000 tonnes 
Rs, 

18.000 

40.000 

12.000 

50.000 

50 per tonne 
70 per tonne 


Solution 

COMPARATIVE STATEMENT 

'" ■ Amml c 



50 tonne Plant 


'Rs. 


Material 
Labour 

Prime Cost 
Overhead Expenses : 
Consumable Stores 

Sundry charges 
Depreciation on Plant 
Depreciation on 

Buildings 

Administrative Expenses 

Total Cost 


Cost per tonne 
Selling Pn<* ** r to0nc 

Profit per tonne 


8.25,000* 

12.000 


8,37.000 


6.000 

25.000 

40.000 

1,00,coot 

3,000+ 


less : Cost 


Total Sales 
Profit 


1.74.000 

1 . 00,000 


11.11.000 


1 / 11 . 11.000 

V 16.SCO ) 


(16.500x75) 


67-33 
75 00 


767 


12.37.500 

11 , 11.000 


1,26.500 


100 tonne Plant 

RsI 


Rs. 

16,50.000* 

18,000 

T6T68.000 


12.000 

40.000 

50,000 

l,33.333t 

6,667+ 


2,42,000 

1,00.00 


/ 20 ,10.000 

v 3o,ooo ; 


(33,000x70) 


20 , 10.000 


6060 

7000 


940 


23.10.000 

20,10.000 


3.00.000 
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COST ACCOUNTING 


•16,500 tonnesx 53=Rs. 8,25,000 ; 33,500 tonnesx 50=Rs. 16,50.000. 
t Depreciation 

Purchase Price of 50 tonne Plant 15,00.000 „ , ^ 

T Estimated Life ~ IS 1 ’ 00>00 °* 


Purchase Price of 100 tonne Plant 20,00,000 
Estimated Life 15 

Depreciation 

: ^2.=Rs. 3.000 ; =Rl . 6.667. 

Comments 


-Rs. 1,33,333. 


The 50 tonne capacity plant is proposed to be replaced, at the 
end of the 10th year of its life while while its normal useful life is 15 
years, therefore, there would be a loss on account of replacement 
of the plant. This loss will amount to Rs. 1,03,000 p.a. (Rs. 
1,00,000 for depreciation of plant and Rs. 3,000 for depreciation 
of buildings) for the next five years assuming that this amount will 
be written off over a period of five years by debit to the Profit and 
Loss Account on, installation of new plant. 

The annual net return on the 100 tonne plant during the next 
5 years will be Rs. 3,00,000 less Rs. 1,03,000 calculated as afore- 
mentioned or Rs. 1,97,000. The replacement of the plant would 
thus yield a net return of about 9'4%* on the capital invested in 
the new plant. From the sixth year, the percentage of net vield 
would increase to about 14 3%t. 

As against this the net return on the existing 50 tonne plant 
is 8 2%X on the capiial invested in the plant. Thus, the replace¬ 
ment of the existing 50 tonne capacity plant by a new 100 tonne 
capacity plant is a profitable proposition. It is, therefore, 
recommended. 


Working Notea 


100 tonne Plant 

Purchase Price Rs. 20,00.000 

Building and installation Rs. 1,00,000 

Total Capital invested Rs. 21,00,000 


t 


1,97.000 

21,00,000 


100=9-4% 


3.00.000 1rn f . , n# 

21 . 00.000 xlc0=,4 ‘ 3 % 


Approx. 

Approx. 


t B^Ssr x 100=8 ' 2 % APP'O*- 


50 tonne Plant 
15,00.000 
45,000 

1M5.000 


JOB AND CONTRACT COSTING 
Problem 34 

A shop floor supervisor of a small factory presented the 
following cost for Job No. 421 to determine selling price. 



JOB AND CONTRACT COSTING 


003 


Material 

Par unit 
Rs. 

70 

45 

5 

Direct wages 18 hra. @ Rs. 2 50 

(Dept. X 8 hrs.; Dept. Y 6 hrs.: 

Dept. Z 4 hrs.) 

Chargeable expenses 

(Special Stores items) 


Add : 33J% for expenses 

120~ 

40 

Cost 

1ST 


Analysis of the Profit/Loss Account for 1978 shows the 
following : 

Rs. R# * 

Materials used 1.50,003 Sales less returns 2.50.000 

Direct wages : 

Dept. X 10,000 
Dept. Y 12,000 


Dept. Z 8.000 

30,000 


Special stores items 
Overheads : 

4.000 


Dept. X 5,000 

Dept. Y 9,000 

Dept. Z 2,000 

16,000 



2,00,000 

2.50,000 

Gross Profit c/d 

50,000 



2,50.000 

2,50,000 

Selling expenses 

20,000 Gross Profit b/d 

50,000 

Net Profit 

30,000 



50,000 

50,000 


It is also noted that average hourly rates for the 3 depart- 
meats X t Y and Z are similar. 

You are required to : 

(1) Draw up a job cost sheet. 

(2) Calculate and enter revised cost uring 1978 actual figures 
as basis. 

(3) Add 20% to total osts to determine selling price. 

( LOW.A . Inter) 



COST ACCO U NTING 


Solution 


JOB COST SHEET 


Job No. 421 
Description. 


Particular* 


Date started. 

Date completed. 



Materials 
Direct wages : 
Deptt.X 
Deptt. Y 
Deptt. Z 

Chargeable expenses 


Overheads: Dept. X 
Dept. Y 
Dept. Z 


Add 20% of total cost 
Selling price 


Prime Cost 


Total Cost 


1-25 

1-873 

0625 


8 hrs. 
6 hrs. 
4 hrs. 


8 hrs. 
6 hrs. 
4 hrs. 


70 00 

20 00 
1500 
1000 
500 

120 00 
1000 
11-25 
2-50 

"l43-7T 

28-75 

172-50 


Problem 35 

Gannon & Co., builders, had the following contract in 
progress 30th June, 1978, viz. 

Job No. 1, Bharat Building-Value of Contract Rs. 2,W,0W . 

Job No. 2: Orius Company-Value of Contract Rs. l.iu.wu 

The value of plant which had been sent out on jobs and 
the value of work-in progress at 30th June were as follows : 

Job No. 1 Job No - 2 

Rs. 

Work-in-progress 1.60.000 

Plant 12,000 

Materials in hand at 30th June were Rs. 30,000. At that 
date the following progress payments had been made ; 

Job No. 1 R*- l.*>,000 

Job No. 2 Rs- 50.°°° 

The contracts were completed during the month of July, 
during which the following transactions were entered : 


Job No. 1 
Rs. 

Purchase of Materials — 

Wages paid 3,000 

Clerical supervision — 

Inspection fees 300 

General Expenses 7,000 

Materials Issued to Jobs 30,000 

Progress Payments in July • 10,000 

Value of Plant returned on completion 10,000 


Job No. 2 
Rs. 

2,000 

"200 

1,500 

18,000 

10,000 

2.000 


Total 

Rs. 

30,000 

5,000 

500 

2,000 

8,500 

48.000 

20,000 

12,000 








JOB AND CONTRACT COSTING 


Apportion supervision expenses on the b as j* °^^t g ^ e rtified 
In each case the progress payments represented Re work certtod 
to date. You are required to show the job accounts in the contract 

ledger. 

Solution 

Contract Ledger 

JOB NO, 1 ACCOUNT _ 

1 Ra- i . I 10*600 


To Work-in-progress b/d 
To Plant b/d 
To Materials issued 
To Wages paid 
To Clerical Supervision 
To Inspection fees 
To General Expenses 


i fiO 000 By Plant in hand 
' 12,000 By Work certified till 30th 
m non June Rs. l, 

3*000 Work certified in July 10,00( 

1*200 ———— 

*300 By Contractee’s A/c (1) 
7,000 By P. & L. A/c (Loss) (2) 

2.13.500 


1,60.000 

40.000 

3,500 

Tasoo 


Notes. (1) The job has been completedinJuly “ d 40 th ^ ef ^,^ 
tractee’s A/c has been debited and the Job A/c credited with KS. w, 
as under: Rs. 

Less : Payment* received (Rs. 1.50.000+Rs. 110.000) l&OO O 

40,000 

(2) A considerable amount of work, 

fled therefore, it would be better to add an estimated maintenance (cost lo 
loss of Rs. 3,500. 

JOB NO. 2 ACCOUNT _ 


To Work-in-progress b/d 
To Plant b/d % 

To Materials issued 
To Wages paid 
To Clerical supervision 
To Inspection fees 
To General expenses 
To Balance transferred to 
P. & L. A/c (2) 


Notes: (1) The contract has been completed in July, ^ her ^°i5i 'JicuSed 
tractee’s A/c has been debited and the Job A/c credited with Ra. 50.000 calcuiatea 

as under: ^ 

Contract Price ''ISwvX 

Less : Payment received 60,000 


Rs. 

80.000 

4.000 

18.000 

2.000 

By Work oertified Account 
till 30th June 50.000 

Work certified in _ 

July 10.000 

Rs. 

60,000 

800 

200 

1.500 

By Plant in hand 

By Contractee’s A/c (1) 

2,000 

50,000 

6,500 



1,12.000 


1,12,000 


SOjOQQ 


(2) A considerable amount of work, though completed, remains uncertifi^ 
therefore it would be better to create a reserve out of the profit made on 
contract for contingencies. 


COST ACCOUNTING 

Problem 36 

Modern Constructions (Private) Ltd. Civil Engineering Con- 
tractors propose to tender for the construction of a “Community 

,«L? n a new township and estimate their direct costs at Rs. 

i,ou,uuu : 


Direct Materials 

Direct Labour (21,000 man days) 

of various categories 
Cost of transport of men and material 
to work site 
Other direct Expenses 


Rs. 

60.000 

63,000 

17,000 

10.000 


Existing commitments of Modem Constructions for the year 
necessitate an overhead expense of Rs. 8,50,SCO against execution 
of works the direct labour costs of which amounts to Rs. 5,67,C00. 

Assuming that whole of the overhead expenses is variable (for 
the sake of simplicity and tendering), calculate the estimate value 
of tendering duly providing for : 

(o) necessary overheads. 

(6) interest at 5% on the total cost of capital outlay, and 

(c) 10% margin. 

Solution 

MODERN CONSTRUCTION PRIVATE LTD. 

Estimate etc. for the construction of the Community Hall in the new Township 

for purposes of tendering 

~ RsT~ 
60,000 
63.000 
17,000 
10,000 


Direct Materials 
Direct Labour 

Cost of transport of men and materials 
Other direct expenses 


Overhead expenses, 130% of direct labour cost (Total over¬ 
heads 8,50,500 against direct labour costs of Rs. 3,67,000) 

0 

Estimated cost, excluding interest 
Add : Interest on capital outlay 5% on Rs. 1,22,230 (Average 
capital outlay laid for would be 50% of Rs. 2,44,500) 


Add : Margin of Profit @ 10% 


Total Coat 
Price to be quoted 


1,50,000 

94,500 


2,44,500 

6,112 


2,50,612 

25,061 


2,75,673 


Problem 37 

The following is a summary of the expenditure on job No. 31 
to 31st December, 1978 : 

Rs. 

69,000 


Direct wages 
Direct Materials 
Stores Issued 
Stores returned 
Sub-contract costs 
Plant 


3,40,000 

38,000 

5,500 

63,000 

1 , 20,000 
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( 2 ) 

(3) 

(4) 


JOB AND CONTRACT COSTING 

You obtain the following information : 

(1) The iob was begun in 1978 and the total contract price 

certified ,h., « of the c.r.c. tad 

been completed on 15th December, 1978. to 

The summary set out above includes items r ** a ‘'" g 
the period since 15th December 1978 as follows . Wages 
Rs. 7,000 and materials used Rs. 16,200. 

Depreciation of plant to 15th December, 1978 is Ks. 

(5) Materials on site on 31st December, 1978 had cost Rs. 
50,000 and stores on site had cost Rs. 4.00U. 

(6) Establishment charge are 40% on direct wages. 

(7) A fine of Rs. 10,000 is likely to be imposed for late 
completion. 

In respeat of job No. 31 you are required (a) to P re P* r * * 
Job Cost Ledger Account. (6) to show what profit^ or loss ha* 

arisen on the work certified, and (c) to suggest what figures should 
be taken to the Profit and Loss Account for the year ending 31st 
December, 1978. 

Solution 

JOB NO. 31 ACCOUNT 


To Direct materials 
To Direct wages 
To Stores issued 
To Sub contract costs 
To Plant 

To Establishment charges 


Rs. 

3.40.000 

69,000 

38.000 

63.000 

1 ,20.000 

27.000 

By Stores returned 

By Plant at site 

By Materials at site 

By Stores at site 

By Work-in-progress ; 

Work certified 

Work uncertified 

Materials 16,200 

Wages 7,000 

Establishment 

charges 2.800 


By Profit & Los* A/c 

6,57,600 





Rs. 

5.500 

72,000 

50.000 

4.000 

4.80.000 


26.000 

20.100 

6,57,600 


The whole of the loss on the contract amounting to Rs- 20,100 
should be charged to the Profit & Loss A/c for the year ending 51 si 
December, 1978, unless there are sufficient reasons for believing 
that this loss can be made good before the contract is completea. 
Moreover, it will be prudent to provide also for the penalty oi 
Rs. 10,000, likely to be imposed on account of late completion oi 
the contract. 

Problem 38. 

The following is the trial balance of Premier Construction 
company* engaged on the execution of contract No. 747, for the 
year enaed 31st December 1978. 



COST ACCOUNTING 


a* 



Contractee’s Account- 
amount received 
Buildings 
Creditors 
Bank Balance 
Capital Account 
Materials 
Wages 
Exoenses 
P..nt 


Rs. 

Rs. 

1,60,000 

3,00.000 

72.000 

35,000 

5,00,000 

fi.it: 
15*5! 


8,72,000 

8.72,000 


The work on Contract No. 747 was commenced on 1st January 
1978. Materials costing Rs.1,70,000 were sent to the site of the con¬ 
tract but those of Rs. 6,000 were- destroyed in an accident. Wages 
of Rs. 1,80,000 were paid during the year. Plant costing Rs. 50,000 
was used on the contract all through the year. Plant with a cost of 
Rs. 2 lakhs was used from 1st January to 30th September and was 
then returned to the stores. Materials of the cost of Rs, 4,000 were 
at site on 31st December 1978. 


The contract was for Rs. 6,00,000 and the consractee pays 
75% of the work certified. Work certified was 80% of the total 
contract work at the end of 1978. Uncertified work was estimated at 
Rs. 15,000 on 31st December 1978. 


Expenses are charged to the contract at 25% of Wages. Plant 
is to be depreciated at 10% for the entire year. 

Prepare Contract No. 747 Account for the year 1978 and make 
out the Balance Sheet as on 31 December 1978 in the books of Pre¬ 
mier Construction Co. (B. Com. Hons Delhi, 79) 

Solution : 


Contract No. 747 a/c for the year ended 31st December 1978. 


To Materials 

To Wages 

To Expenses 
(25% of wages) 

To Plant 

ToP. &L. (See Note 1) 
To W. I. P. (being 
Reserve) 

1,70,000 

1,80.000 

45,000 

2.50,000 

45,000 

45,000 

By P. & L. a/c (Ab. loss) 

By Plant retd, to stores 

Rs. (2,00,000-15,000) 

By plant at site 
(Rs. 50,000-5,000) 

By Materials at site 

By Work in progress 

Work certified. 

Work uncert ified 

6,000 

1,85,000 

45.000 

4.000 

4,80.000 

15,000 


7,30,000 


7,30.000 






Working Notes 

Note 1. The Profit taken to Profit and Loss Account has been 
arrived at as follows. 

90,000x}xi=Rs. 45,000 

The Profit taken to be taken to P. & L. account may also be 
calculated on the basis of actual cash received. In such a case the 
amount will be Rs. 37,500 calculated as follows : 
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JO* AND CONTRACT COSTING 

2 SjOOjOOO^ =Rs . 35,417 

90,000 X 3 x 4,80,000 f t ^ e 

sS5fjrts=- *.r" 


Liabilities 


Balance Sheet as on 31st Dec. 1978 

Assets 


Capital 

Pro8 . 

Less Ab. Loss 6.000 
Less Depreciation 

on plant 5,000 


Less unabsored 
expenses* 


Creditors 


2.000 



Buildings 
Plant 

instore 

at contract site 
Materials 
in store 
at contract site 

WO rk uoce.t,6cd^W 


1,60,000 

30.000 

4,000 


Less Reserve 

Less Cash 

reed from 
Contractee 

Bank Balance 


45.000 

4.30^00 

3,00,000 


1,50,000 

_J5£*L 

~6K000 


-•Alte.n.tively th^T bo e«W totmud. 

f=,c= " 

erK Th,°« ^iSrch ^ rCgardin8 thB C ° ntraCt 

which is incomplete on 31st March, 

Costs incurred : M 


Fabrication costs to date 
Direct Materials 
Direct Labour 
Overheads 

Erection costs to date 


Contract price _ 

Cash received on account 


2,80,000 

90,000 

75,000 

4747,000 

15,000 


Total 4,60,000^ 


8.19.000 

6.00,000 



COn ACCOUNTING 

Technical estimate of work completed to date— 

Fabrication: 

Direct material* 80%. 

Direct Labour and overheads 75%, • 

Brection 25%. 

required to prepare a statement for submission to the 
management indicating— 

and ^ est * matec * P™** 1 on the completion of the contract, 
(b) The estimated profit to date on the contract, 

(O. A. Inter) 

Solution 

Statement showing the Estimated profit to date and on comple¬ 
tion of contract No. 


Cost to date 


Further Co*t 



Particulars 


Fabrication Costs : 
Direct Materials 
Direct Labour 
Overheads 
Fabrication Cost 
Erection Costs 


% Amount % | Amount Total Cost 

Completion Omoletion 


Completion 


Estimated Profit 


Total 




70.000 3.50, 

30.000 ! 1,20, 
25.000 | 1,00,000 

1,25,000 I 5,70.000 
_ 45,000 
1,70,000 
51.000 
. 2.21.000 


Working Notes 

1. Estimated profit to date is calculated as below : 

4.60,000 x 1.89.000 

630^00 =R3 - 1 ’ 38 - 000 

The amount of profit can alternatively be calculated thus : 


I -SO. 000 x f ;?9>0 = R » 


Problem 40 


The following particulars are drawn from the costing books 
of a contract for the month of December 1978 : 
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JOB AND 

(«) 

CONTRACT COSTING 

Stores Abstract: 

Rs. 

Rs. 


Balance on 30th November 1978 
Purchases 

42,292 

8,720 

684 

31,696 

f 

Job No. 101 

Job No. 102 

Balance on 21st Dec., 1978 


4.224^ 

47,472* 

(6) 

Wages Abstract : 

Job No. 101 

Job No. 102 

460 

3,752 

6,212 


Establishment 


512 

6,724 


On 30th November, 1978, Jobs No. 101 and 102 showed 
balances of Rs. 2,57.264 and Rs. 1,13,492 respectively. 

A certificate of completion was obtained for Job No: 101 5 of 
the balance on this A/c standing on 30th Novernber WTS, ^ 
49,200 was in respect of Plant and Machinery and the remain^ 
consisted of wages and materials. A machine costing Rs. 4,W 
specially bought for this contract was sold for Rs. 1,600 during 
December, 1978. Of the balance of Plant and Machinery Rs. 32,000 

worth had been utilised on the job for 8 months and the rest lor 
6 months. Of the former, half was transferred to job No. 102 

the whole of the remaining plant was returned to stores, lhe 
contract price for job No. 101. was fixed at Rs. 3,00,000. 

Prepare contract accounts and work out the profit made on 

the Job certified as completed, allowing depreciation on Machinery 
at 15% per annum. Assume 10% for establisment charges on cost 
of wages and materials consumed. 


Solution 


CONTRACT (OR JOB) NO. 101 ACCOUNT 


1978 
Dec. 1 
Dec. 31 
Dec. 31 

To Balance b/d 

To Wages 

To Establishment 1 
(10% of ma¬ 
terial & wages) 
To Profit & Loss 
A/c 

Rs. 

2,57,264 

460 

20.784 

64.416 

1978 

Dec. 31 

By Material re¬ 
turned to 

Stores 

By Plant sold 

By Plant transfer¬ 
red to contract 
No. 102* 

By Plant transfer¬ 
red to Stores* 
By Contractee’s 
A/c 

Rs. 

684 

1,600 

14,400 

26,240 

3,00,000 



3,42.924 



3,42,924 








COOT ACCOUNTING 


CONTRACT (OR JOB) NO. 102 ACCOUNT 


To Balance b/d 
To Material 
To Wages 
To Plant transfer¬ 
red from con¬ 
tract No. 101 


1978 
Jan. 1 


To Balance b/d 


Rs. 

1,13.492 

4,224 

5,752 


14,400 


1.37.868 


1.37.868 


1978 
Dec. 31 


Ra. 

1,37,868 



1. Material and 

SMS 


Working Notes 

rage cost brought forward from November 
Rs. 49,200). 

Coat in December 


Less z Credit for material returned in Dec. 
Net material and wage cost 


2,07.840 


Establisment cost chargeable to Contract No. 101 @ „ 

10 % of Rs. 2.07,840 ^ 

In respect of contract No. 102 no charges has been made by 
way of establisment because the material andwage costconwnt 
of the opening balance has not been given. It is. Mn,f» 

sumed that the charge shall be made at the time of compleUon of 

the contract. 

The actual establisment charges for 1978 aril TM 

512. There is thus a heavy over-recovery of Rs, 20,*72 '• *>,/** 
—Rs. 512). It has. however, been ignored because the ^over^ rate 
is fixed on the annual basis and such variations are likely to vwu 
case every month is individually considered Butfor the 
whole year the amount recovered at that rate will more or less agree 
with the amount incurred during the year. 


2. Total Coat of the Plant on No 
Less : Machinery aold (Coat) 


1,1971 


Plant utilised for 8 months (at coat) (0 

Plant utilised for 6 months (at ooat) (*) 

(0 Value of Plant before depreciation 
Less : Depreciation for 8 months 

50% of it has been transferred to Job 102 of 


44,800 

82.000 

12*800 

"3X000 

X2W 

2X800 

1X400 


FKOCBSS COSTING 


3. Plant re to rue d to store : 

50% of Plant Costing Rs. 32,000 after charging 

depreciation for 8 months ._. 

Plant Costing Rs. 12,800 after charging depreci¬ 
ation for 6 months 


Rs. 

14,400 

11,840 

26.240 


PROCESS COSTING 

Problem 41 

The following details are taken from the books of an oil milt 
for one month ended 31st March, 1979 : 

Purchase of 100 tonnes of oilseeds at Rs. 1,000 per tonne. 

Crushing Refining Finishing 
Rs. Rs. Rs. 

Sundry Store. *« g 

!“ i,y 250 200 

Factory Expenses 500 400 300 

Containers — 2 . 350 

60 tonnes of crude oil were produced. 

51 tonnes of oil were produced in the refining process. 

50 tonnes of refiaed oil were fimished for delivery. 

Bmpty bags of oil seeds were sold for Rs. 100. 

35 tonnes of oil cake were sold at Rs. 60 per tonne. 

Loss in weight in crushing 5 tonnes, 

8*5 tonnes of by-product from refining process were valued at Rs. 2,550. 

Make out accounts in respect of each process and calculate the 
cost of product per tonne at the end of each process. 

Solution 


CRUSHING PROCESS ACCOUNT 


Particulars 


Tonnes Amount 


To Oilseeds purchased 
To Wages 
To Sundry Stores 
To Electricity 
To steam 

To Factory Expenses 



Particulars 


By Sale of oilseeds 
bags 

By sale of oil cake 
By Loss in weight 
By Cost of crude oil 
produced 
(Cost per tonne— 
Rs. 1,670) 


Tonnes 

Amount 


Rs. 


100 

35 

2,100 

5 


60 

1,00,200 












COn ACCOUMT1M 


Particulars 


To Crude oil 
ToWages 
To Sundry Stores 
To Electricity 
To Steam 

To Factory expenses 


REFINING PROCESS ACCOUNT 


Particulars 




By By-products 
By Loss in weight 
By Cost of refloed oil 
produced (cost per 
tonne Rs. 1,959 8) 


Rs. 

2,550 


99,950 


Particulars 


To Refined Oil 
To Wages 
To Sundry Stores 
To Electricity 
To Steam 

To Factory expenses 


To Finished Oil 
To Containers 


rwi i rcr«» 


Particulars 




Tonnes Amount 


By Loss 10 Weight 
By Cost of finished oil 
produced (cost per 
tonne Rs. 2.033) 


1,01,650 By Cost of caslted oil 
2,350 (cost per tonne Rs. 
1,080) 



Problem 42 

A manufacturer makes two types of articles X and T. They 
undergo two processes, namely Factory and Finishing. Raw 
Materials used in the factory and general expenses are apportioned 
in the ratio of output of each class. The output for the year ended 
31st March, 1979, was 24.000 of X and 8,000 of 7. The actual cost 
of labour for each process is ascertained. Other charges for each 
process are apportioned in the ratio of finishing wages. 

From the following particulars prepare a statement oi the cost 
per article of each item in each process into the cost of manufacture 
and the profit per article. The selling prices are Rs. 200 and Rs. 
225 respectively. - ^ 

Factory raw materials : Opening Stock 

Purchases 21,42,000 

Closing Stock 

Finishing raw materials : Opening Stock 1.44,000 

Purchases vTMK! 

Qosing Stock 1,58,000 























PROCESS COSTING 


SIS 


Factory wages : 

Finishing wages : 

Factory charges 
Finishing charges 
General Expenses 
Solution 



STATEMENT OF COST 


Total 


Factory Process : Rs. 

Opening stock of 

materials 7,36,000 
Add Purchases 21.42.000 


8,52,000 

2,60,000 

3.00,000 

2,00,000 

7.45,000 

3,30,000 

3.84,000 



Per 

article 


Rs. 


28,78.000 

Less Closing 

stock 9,90.000 

Materials consumed (in 

ratio of output 3 : 1) 18,88,000 14.16.000 59 00 

Wages (as in the question) 11,12,000 8,52,000 35 50 

Factory charges (in pro¬ 
portion of finishing 

wages ie. 3:2) 7.45.000 4.47,000 18 625 

Cost of Factory Process 37,45,000 27,15.000 113*125 


59 00 4,72.000 

35*50 2. ‘ 


59 00 
32 50 


37 25 
128*75 


Finishing Process 

Raw Materials : 
Opening stock 
Add Purchases 


1,44.000 

6,74,000 


Less Closing 
stock 


8.18,000 

1,58,000 


Materials used (in the 
ratio of finishing wages 
i.e. 3:2) 

Finishing wages (given) 
Finishing charges (in pro¬ 
portion of finishing 
wages i.e. 3 : 2) 


6.60.000 

5,00,000 


3,96,000 

3,00.000 


3.30.000 1,98,000 


16*50 

12*50 


2.64,000 

2 , 00,000 


8*25 I 1,32,000 


Cost of Finishing Process 14,90.000 1 8,94,000 37*25 5,96.00 


i\ 


33*00 
25 00 


16*50 


74*50 


Factory Cost 
Finishing Cost 
General Expenses (in ratio 
of output 3:1) 

Total Cost 
Profit per article 


Setting price per article 


37.45.U00 

14,90.000 


27,15.000 

8.94,000 


113 125 10.30.000 
37*25 5.96 COO 


3,84.000 2.88.000 12*00 96.000 


56.19,000 38,97,000 


162*375 17,22.000 
37*625 


128*75 

74*50 

1200 


215*25 

9*75 
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ifroblem 43 

A foundry is engaged in the production of castings. The pro¬ 
cesses involved are : 

(а) Foundry Work 

(б) Turning 
(c) Drilling 

(<0 Inspection, and 
(*) Packing 


Foundry produces 1 kg. (net) castings at a cost of Rs. 3'50 
per unit. 

Rs. 


Cost of Turning 
Cost of Drilling 

Cost of Inspection (at all stages) and packing 
per unit on final net 


1-75 

1-25 

0-50 


Inspection rejects 2 castings per 100 on completion of turning 
and 3 castings on completion of drilling process. The rejected 
castings after turning are sold for Rs. 1‘80 per unit and those after 
drilling @ Rs. 175. Credit for sale of scrappings is Rs. 2‘50 per 
hundred castings put through. 

Assuming that 10,000 castings are put through each month 
prepare a process cost sheet indicating the final output and net 
cost per unit. 

Solution 


PROCESS COST SHEET FOR THE MONTH OF 



Unit 

Rs. 

Cost of 10,000 units of input from foundry @ Rs. 3 50 

Add Cost of Turning 10,000 units @ Rs. 175 per unit 

10,000 

35,000 

17,500 

Less Sale of rejected castings @ Rs. 180 per unit 

10,000 

200 

52,500 

360 

Add Cost of drilling @ Rs. 1*25 per unit 


52,140 

12,250 

Less Sale of rejected castings @ Rs. 175 per unit 

iig&rTjji 

64,390 

514*50 

Add Cost of Inspection and Packing 

Re. 0-50 per unit on final net 

9,506 1 

68,875-50 

4,753 

Less Sale of Scrapping @ Rs. 2*50 per 100 units 
put through (for 10,000 units) 

9,506 

68,628 50 

250 00 

Cost of final output 

9,506 

68,378 50 

Cost per unit of final output 


7,193 
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Problem 44 _^ 

The product X is processed by passing the chemical Oduough 

four processes where the output of the earller ejmressed as 

input of the subsequent process. The loss of Matenals p 

a % of input is as follows : — 

Process 1-20% 11-10% III-16*% IV-8J/ 0 

The material lost in each process does not have any resale 

value. 

-WLtS&S mm ££& 

process ^expressed ~ch iftobe 

from the final process (Process IV) is expected to be 5 ® “^ 


Solution 

(o) In process I if input is 100 loss is 20 and output is 80 

.. .. H. 80 „ 8.72 

.. HI. 72 .. .. 12 .- » » 

100 units of input in process I will produce 55 units of output in 

process IV. 

So to produce 1 kg. of product X input of chemical C 
required 

_ i x 190—■ 1* 82 kg. whose cost @ Rs. 8==Rs. 14 56. 
55 

(6) To produce 5 tonnes of product X the capacities of diffe- 
rent processes should be - 


Process IV-5X g- X 120%=6.54 tonnes 


»» 


III—5 X 3§* x 120%= 7 - 86 
II—5x-g X 120%=8.73 .. 

t-SX-'g X 1 20% = 1°- 9 1 

Problem 45 . 

p,„d„c, 

,rocesses. The following information is^obtain 

rom the month ending December 31, 1*'° • 



Process 


Items 

Total 

1 

n 

IQ 


Rs. 

Rs. 

Rs. 

Rs 


Direct material 7.542 2.600 1,980 2^62 

Direct wages 9,000 2,000 3.000 4,000 

Production overhead 9,000 

1,000 units at Rs. 3 each were introduced to process I. There 
was no stock of materials or work-in-progress at the beginning or 
end of the period. The output of each progress passes direct to the 
next process and finally to finished stores. Production overhead is 
recovered on 100 per cent of direct wages. The following additional 
data are obtained : 


Process 

Output during 
the month 

Percentage of 
normal loss 
to output 

Value of 

scrap per 
unit 

Process 1 

950 

S% 

Rs. 

2 

Process 11 

840 

10% 

4 

Process III 

750 

15% 

S 


Prepare process cost accounts and abnormal gain or loss 
mts. (i C.A. Final & Poona B. Com.) 


Solution 


PROCESS 1 ACCOUNT 



Units 

Amount 


Units 

Amount 



1 Rs- 



Rs. 

To Units Introduced 

To Direct Materials 

To Direct Wages 

To Production Overhead 

1,000 


By Normal Loss 

By Transfer to Process^ 

50 

950 

100 

. 9,500 

1,000 

9,600 



9,600 





i i 


PROCESS II ACCOUNT 


To Transfer from 

Process I 

To Direct materials 

To Direct Wages 

To Production Overhead 

950 

9,500 

1,980 

3,000 

3.000 

By Normal Loss 

By Abnormal Loss 

By Transfer to Process 

95 

15 

840 


950 

17,480 


950 

17.410 





1 — 


17,4» 
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To Transfer from 

Process II 

To Direct Materials 
To Direct Wage* 

To Production Overhead 
To Abnormal gain 


850 


36 


876 


16,800 

2,962 

4,000 

4.000 

1,368 


29.130 


r 


By Normal LOa 
By Transfer to Fmubed 


126 

790 


876 


630 

28.500 

29.130 


ABNORMAL LOSS ACCOUNT 


To Process IL 


15 

300 

15 

300 




BySalo of Scrap 
By Profit Sc Loss A/c 


To Shortfall in Norm al 
Loss 

To Profit Sc Loss A/c 




By Process UI 

36 

1,368 

36 

180 





1.188 


-- 

- 




36 

1,368 

36 

1,368 

-- 

— 


A processing factory iSjUeutaSof njS «"e"' ed 

the same through two departments. Particulars c F 

on the different process are given below . 

PROCBSS A 


Raw Materials 
Wages 

Overheads Expenses 



After crediting the process account with^; 2.500 

sssssssrs s==rtJasrw— 

5 K PROCESS B 


Transferred from Process A 
Wages 

Overhead Expenses 


Ra. 
44.000 
10.000 
14.000 

68.000 


total cost of Rs. 68,000. 
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*20 f 

The finished stock inventories on 31st December, 1978 show 
m balance of Rs. 10,500 which has been transferred to Balance Sheet 
and included under 'Closing Stock'. 

Can the above figures be accepted and adopted for Balance 
Sheet purposes ? If not, make necessary adjustments which you 
deem necessary and indicate the figure that you would accept as 
cost of closing stock. 

Matftoo 

For Balance Sheet purposes Closing Stock should be valued at 
cost price or market price whichever is less. In the absence of inform 
mation regarding selling price of goods and prevailing practice in the 
factory in valuing closing stock, we have to value the closing stock 
at cost. The product has been transferred to Finished Stock Acco¬ 
unt at a profit. The profit element from the finished inventory will 
have to be taken out in order to find its cost. 


Process A cost 

Less : Realisable value of waste 

Balance 

Process profit added 

Transferred to Process B 
Process B costs: Wages 10,000 

Overheads 14,000 


Total 
Margin 25% 


Transferred to finished inventory 


Total Profit 
Rs. Rs. 

42,300 
2.500 

40,000 

4.000 4.000 

44,000 
24,000 


68,000 

17,000 17.000 


85.000 21,000 


The finished Stock includes a profit of 24-7% loo). 

Therefore, the finished inventory balance on 31st Dec., 1978 of Rs. 10.500 
also includes a profit of 24-7% /.e. Ri. 2^93'50. 

Therefore, the cost of closing stock is: 

-Rs. 10,500—Rs. 2,593'50—Rs. 7,906*50. 

Problem 47 


X Ltd. manufactures product A which yields two by-products 
B and 0. In a period the amount spent up to the point of separa¬ 
tion was Rs. 20,600. Subsequent expenses were : 

ABC 



Rs. 

Rs. 

Rs. 

Materials 

300 

200 

150 

Direct wages 

406 

300 

200 

Overheads 

300 

270 

280 


1.000 

770 

630 


Gross sV.es value of products A ; B and C was Rs. 15,000, Rs. 
10,000, Ra. 5,000, respectively. It was estimated that the net profit 
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as a percentage oi sales incase B and 0 would be 25 per cent arid 
20 per cent, respectively. 

Ascertain the profit earned on A. ((? A Jnttr Nov _ J976 ) 


Solution 


Statement of Cost and Profit of A 

Rs. 


Joint cost before separation 
Costa after separation : 
Materials 
Direct wages 
Overheads 


Total Cost 

Profit (balancing figure) 


300 

400 

300 


Sale* Value 


R*. 

10.500 

1,000 

11.500 
3,500 

15,000 


Working Notes 
(1) Share of B and C In Joint Cost: 

B 

Rs. 

Gross Sales Value 10.000 

Uss: Estimated net profit on sales : 

Rs. 


B@K% 

C @ 20% 

2,500 


1,000 

Costs after separation: 



150 

200 

2*0 

Materials 

200 

AAA 


Direct wages 
Overheads 

300 

270 

3.270 


Joint cost before separation 


C 

Rs. 

5,000 


1.630 

3,370 


(2) Share of A in the Joint Cost: 


Rs. 

Total Joint Cost 

6,730 

a am a 

Share of B 

Share of C 

3,370 


Rs. 

20.600 

10,100 

10,500 


Problem 48 

In manufacturing the main product, a wmpany processes the 
incidental waste into two by-products A and B . From the .ollow 
ing data relating to the products you axe requtred to prepare a 
comparative Profit and Loss Statement sharing the individual coitt 
and other details. The total costs up to seperation period were 
Rs. 3,10,400. 
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Sales 

Costs after seperation 
Estimated Net Profit percentage 
to sales value 

Estimated Selling Expenses as 
percentage of sales value 


Main 

Product 

By- 

Product 

By- 

Product 


A 

B 

Rs. 

Rs. 

Rs. 

8 ,00,000 

80,000 

64.000 

12,800 

96,000 

14,400 


20 % 

30% 

20 % 

10 % 

15% 


(Reverse cost method to be followed 
costs). 


for seperation of joint 


(C.A. Inter Nov. 1977) 

Solution 

Allocation of Joint Costa Ra. 3,10.400. 


Sales 

Lew: Estimated Net Profit 


Lew: Estimated Selling Expenses 

6,400 

Costs after separation 12.800 


Costs up to separation 


By-Product 


By-Product 

A 


B 

Rs. 


Rs. 

64,000 


96,000 

12,800 


28,800 

51,200 

14,400 

14,400 

67,200 

19,200 

———— 

28,800 

32,000 


38.400 


Share of the Main-product: 
Total joint costs 

Lew: Share of A 
Share of B 


Rs. 

32.000 

38,400 

Rs. 

3,10,400 

—— 

70,400 


2.40,000 


Comparative Profit and Loss Statement 



Main 

By- 

By- 


Product 

Product 

Product 



A 

B 


Rs. 

Rs. 

Rs. 

Sales 

8 ,00,000 

64.000 

96,000 

Lew : Cost of Production : 




Pro-separation 

2,40,000 

32,200 

38,400 

Post-separation 

80,000 

12,800 

14,400 


3.20,000 

44,800 

52,800 


4,80,000 

19,200 

43,200 

Less: Selling Expenses 

1,60,000 

6,400 

14,400 

Net Profit 

3,20,000 

12,800 

28,800 
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Product 

Output 

Sales 


(gallons) 

(Rs.) 

A 

5,00.000 

1,15.000 

B 

10,000 

10,000 

c. 

5.000 

4,000 

D 

9,000 

30.000 


JOB AND CONTRACT COSTING 

X B ,c4 L d td D ^ 

9 • «AIO ...••« C*\ Uaivc • 

Separate costs 

(Rs) 

30.000 

6,000 

1,000 

y,uw • w * wv ' 

”“SM»W-»KSS iS1S31 

of the different products. if : t 

B 50 paise, C 80 paise and D Rs. 3 per gallon. . 

<“> smmbe was: 

WiSrt^-11 MSUOte th.t 

all costs incurred after the split off . 75 afcpftrf) 

Solution 

<1) Share in Joint Costa of Rs. 97.600 apportioned in the ratio of net 
vealisable value at split off point: 

a ttssm x Rs - 97 - 600 “ Rs - 68 '°°° 

i?& x97 - 600 - R, - 3 - MO 


B 

C 


^x97.60O=Rs.3,2CO 
™ X 97,600 = RS. 23.100 


The net reliable value at split off has been arrived at as under : 

Sales value Cost after Net Reahable 


A 

B 

C 

D 


Rs. 

1.15,000 

10.000 

4,000 

30,000 


split off 
Rs. 
30,000 
6,000 

1,000 


value 
Rs. 
85.000 
4,000 
’4.000 
29,000 

1,22.000 


Net Reliable value 
Less : Share of Joint costs 

Net Income 


A 

85.000 

68,000 


17.000 


B 

4.000 

3,200 


800 


C 

4.000 

3.200 


800 


D 

29.000 

23,200 


5.800 
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(»*J If the products are sold at the point of split off : 


Product 

Output 

Price 

Sales 

• • 

Joint Costs 

Net Income 


(gallons) 



apportioned 0 




Rs. 

Rs. 

Rs. 

Rs. 

A 

5,00,000 

015 

75.000 

65.946 

9,054 

B 

10,000 

0 50 

5.000 

4,396 

604 

C 

5,000 

0*80 

4,000 

3,577 

483 

D 

9,000 

300 

27,000 

23.741 

3,259 



Total 

1,11,000 

97,600 

13,400 


•Joint costs apportioned on the basis of sales value (revised) 

' b ot * 97 ’ 600 -- 

c iriw x97 - 600 : D cr iiSoo x 97 - 600 

(»»») If the sugggestion is accepted, the position would be as 
under ; 


Product 

Sales after 

Sales at 

Incremental 

Incremental Net 


piocessing 

split off 
Rs. 

Sales 

Cost 

Rs. 

Gain 

A 

1,15,000 

75,000 

40,000 ' 

30.000 

10,000 

B 

10,000 

5,000 

4,000 

5,000 

6,000 

(-) 1.000 

C 

4.000 

— 


D 

30,000 

27,000 

3,000 

1.000 

2,000 

If product B is sold off at 
under: 

split off, the 

a 

o 

1 

shall be a; 

Product 

Sales 

Cost after 
split off 

Joint 

Cost 

Total 

Cost 

Net Income 


Rs. 

Rs. 

Rs. 

Rs. 

Rs. 

A 

1,15,000 

30,000 

68,000 

3,200 

98.000 

17,000 

B 

5,000 

— 

3,200 

1,800 

C 

4,000 

— 

3,200 

23.200 

3,200 

800 

D 

30.000 

1,000 

24,200 

5,800 


Total 25,400 


Note. It is assumed that Joint Cost shall be apportioned on the basis 
of net realisable value at split off point as under (/). 

Problem 50 


From the following data prepare a Process Cost Analysis 
Statement for a single product completed in two processes : — 


Process 1 Process II 

(a) Period: December 1978 

(0) Work-in-progress at beginning of the period N il Nil 

(c) Cost meuned in the period : Rs. Rs. 

Direct materials 60,000 

Labour 12,000 16,000 

Factory overhead 24,000 20,000 

(d) Units of production: Units Units 

Received m process 40,000 36,000 

Completed and transferred 36,000 32,000 

Remaining in process at the end of 

the period 2,000 2,500 ' 

Loss in process (normal loss) 2,000 1,500 



Particulars 


Particular! 


To Process I 36.000 91,869 

To Labour - JJ>,000 

To Factory overheads — 20,000 


91 869 By Normal wastage 
16',000 By Closing work-in 

20 - 00 ° ByfSSSd Pro- 

ducts 


1.500 - 

2.500 8,010 
32.000 1,19,865 


36.000 1.27.869 


36.000 1,27.869 


Working Notes 


Apportionment of costs between transferred goods and work -to- process: 

PROCESS I . t 

ra &E?n 

fST 1 36 -°°° 


Material 

Labour 

Overheads 


1.000 (50% of 2.000) 
1.000 (50% of 2.000) 


36.000 

36,000 


uverneaas ,o--- M t .ig 

.-. Material costs have been apportioned in theratioof 2^36 M. j ; 36 ; 

Kirs- °™s. a , sas sa™ »■ -* 1 —- 

in case of Process I »s : ^ 

Material _^ Ri. 4,131 

Labour and Overheads 973 

PROCESS II _ 

Work-in-process Tr *^£ds 

Process II 3X000 

Material 2.500 3X000 

Labour WW 

Overheads ,,ww __ _ ... . u. utmir 

Material cost should*PP° rtl °? 0 c *^in ra tio of X5 : M 5. 
and overhead expenses should be ^ 1 ** 

cost of work-in-process in case of Process u is . 
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Com- Work-in. Total 
pleted progress 
output 


Materials 36,000 2,000 38.000 32,COO 2,500 34,500 
Labour 36.000 1.000 37,000 32,000 1,230 33,230 
OvoifcMdi 36,000 1,000 37,000 32,000 1,250 33,250 


Cost of Work-In-progress In Process I 

Material, x 2000-R,. 3,158 

Labour and 3^.000x 1000 „ A ,, 
overheads 37,000 ““*• * 979 

Cost of Work-ln-progrets In process II 

Material, x 2500-R,. 6,657 

Labour wd *6,000 . . ... 

overhead, T&So * 1 '* 35J 

Problem 51 

(a) A food preserver has four processing centres for a brand 
of baby food. With the following particulars draw a process cost 
sheet showing for each centre the total cost by elements, cost per 
unit of work-in-progress ; the cost per unit transferred, and the 
cost per unit of final output. 


Grinding 

Rs. 

(0 Elements of Cost: 

Materials 85,000 

Wages 30.000 

Fixed charges 
(Total Rs. 35,000) 40% 

Service charges 15,000 

(//) Quantities: lbs. 

P*pt 1.40,000 

Cutout 1,20,000 

Work-in-progress 10,000 


Cooking 

Jts. 

1,500 

5,400 

4 ^ 

Mo!oob 

1 , 00.000 

10,000 


Dehydrating 

, Rs. 


2,400 

Stt 

lbs. 

90,000 

60,000 

6,000 


Packing 

Rs 

7.800 

3.800 

121 % 

1,200 

lbs. 

55,000 

53,000 

1,000 


Work-vi-prQgress is assessed to be equivalent to 50% finished 
in grinding centre ; 80% in cooking centre ; 90% in dehydrating 
centic and at the input stage at the packing centre. 












Particulars 


Input 


Transfer cost per unit of 
input 

Total transferred cost of 
ioput: 

Material 

Wages 

Fixed charges 
Service charges 

Total Cost Ra 


Total equivalent output 
Cost per unit 

Equivalent per cent of work-i 
Cost per unit of work-in-prog 

Output transferred to next pr 

Output transferred the next 

process—valne 
Output not transferred 
Output not transferred— vah 
Work-ih- progress 
Work-in progress—valuo 

(6) PJ 


Particulars 


To Packing process 

47,700 lbs. at Rs. 2 44 
To Profit 
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Problem 52 

A factory which uses a large amount of coal is situated between 
two collieries 'X' and ‘F*, the former being 5 kilometres and the 
latter 10 kilometres distant from the factory. A fleet of lorries of 5 
tonne carrying capacity is used for the collection of coal from the 
pitheads. The lorries average a speed of 20 kilometres per hour 
when running and regularly take 10 minutes in the factory premises 
to unload. At colliery *X* loading time average 30 minutes per 
load, and at colliery T* 20 minutes per load. 

Drivers wages, licences, insurance, depreciation, garage and 
similar charges are noticed to cost Rs. 6 per hour operated. Fuel, 
oil, tyres, repairs and similar charges are noticed to cost 60 paise 
per kilometre run. 

Draw up a statement showing the cost per tonne-kilometre of 
carrying coal from each colliery. If the coal is of equal quality and 
price at pithead, from which colliery should the purchases be 
made ? (C.A.Final May 1977) 

Solution 

Statement showing cost per tonne.kilometre of 

carrying coal 


Time taken per trip 

Colliery X 

Celliery Y 

1 hr. 10 mts. 

1 hr. 10 mts. 

{Loading time+unloading 
time+to and fro travelling time) 

Rs. 

Rs. 

Fixed Cost per trip 

TOO 

9 00 

Running Cost per trip 

6.00 

1200 


1300 

21 00 

Cost per tonne- kilometre 

Re. -52 

•42 

Cost per tonne 

Rs. 2*60 

4-20 


Inspite of the fact that the cost per tonne-kilometre is lower in 
the case of colliery F, purchases from colliery X should be preferred, 
since it involves a lesser distance and hence a lower cost per tonne. 


Problem 53 

Parkash Transport Company has been given a route 20 km. 
long to run a bus. The bus costs the company a sum of Rs. 50,000. 
It has been insured at 3% p.a. and the annual tax will amount to 
Rs. 1,000. Garage rent is Rs. 100 p.m. Annual repairs will be 
Rs. 1,000 and the bus is likely to last for 5 years. 

The driver’s salary will be Rs. 150 per month and the con¬ 
ductor’s salary will be Rs. 100 per month in addition to 10% of the 
takings as commission (to be shared by the driver and the conductor 
equally). Cost of stationery will be Rs. 50 p.m. Manager-cum- 
accountant’s salary is Rs. 350 p.m. 

Petrol and oil will be Rs. 25 per 100 km. The bus will make 
3 round trips carrying on the average 40 passengers on each trip. 
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Assuming 15% profit, on takings, calculate the bus fare to be charg¬ 
ed from each passenger. The bus will be run on an average 25 days 
in a month. 


Solution 


STATEMVNT SHOWING THE FARE TO BE CHARGED FROM ONE 
PASSENGER FOR ONE K.M. 


Fixed Expenses : 

Per annum 

Amount 


Rs. 

Rs. 

Insurance charges 

1,500 


Taxes 

1,000 


Garage Rent 

1,200 


Driver’s salary 

1,800 


Conductor’s salary 

1,200 


Cost of Stationery 

600 


Manager-cura-accountant’s Salary 

4.200 



11.500 

958-33 

Variable Expenses : 

Per annum 
Rs. 


Depreciation 

10,000 

833-33 

Repairs 

1,000 

83-34 

Petrol 


75000 

Commission* 

Total Cost per month 

35000 


2.975 T 06' 


Profit 15% on takings 

525 00 


Total takings 

3,500 00 

Total Effective Passenger-Kms. per month are 1,20,000 


(3 x 2 x 20 x 25 x 40) 



Fare per Passcnger-Kxn. (3,500/1,20,000) 

03 


Working Notes 


•In order to compute the amount of commission payable to the driver 
and the conductor, total takings will have to be calculated. 

Let total takings be “x" 

Commission will bc=-y^ 

Profit to be charged will be— 

Total costs per month without 

including commission are Rs. 2,625 

• x “ 2 ’ 625+ '20’ + -jq- 


5x+52,500 
or x- 2Q 

or 20x-=5x—52,500 
or 15x=52,500 
or x«=Rs. 3,500. 
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COST CONTROL ACCOUNT9 
Problem 54 

From the following information gathered from 
Records of an industrial unit prepare— 

(i) A work-in-progress Account. 

(ii) A Cost of Sales Account, and 
(iii) A Costing Profit and Loss Account. 

Rs. 

Opening Balances :. 

Work-in-Progress 3.800 

Materials 22.000 

Finished Stock 17,000 

Materials purchased 
Direct Labour Wages 
Electricity Charges 

Factory Overhead Expeoses—Incurred 
Factory Overhead Expenses applied to 
Production 

Selling. Distribution and Administration 
Expenses . . 

Selling. Distribution and Administration 
Expenses charged to finished stock 
sold. 

Sales 

Closing Balance : 

Work-in-Progress 2.500 

Materials £.000 

Finished Stock 32,000 


the Cost 


Solution 


42,800 

58.000 

21.000 

20.000 

27,000 

26,000 

28,000 


29.000 

1 , 86,000 


49,500 
(C.A. Final) 


WORK-IN-PROGRESS ACCOUNT 


To Balance b/d 
To Materials Control A/c 
To Direct Labour Control 
A/c • 

To General Ledger Adjust. 
A/c 

(elect. - icity charges)* 

To Factory Overhead A/c 



By Finished G ' i' Stock 
A/c 

By Balance c/d 


COST OF SALES ACCOUNT 


To Finished Stock A/c 
To Selling. Distribution and 
Administration Expenses 
Ac 


1,18.300 By Costing Profit and Loss 
A/c 

29.000 ' 


1,47,300 



•Presumed to be a direct expense. 







COST CONTROL ACCOUNTS 

COSTING PROFIT AND LOSS ACCOUNT 


To Cost of Sales A/c 

Factory Overhead A/c 
To General Ledger Adjust- 

(Profttfor the year) 


Rs. 

1,47,300 

1,000 

38,700 

i 

By Selling and Distribution | 
Overhead A/c 

By General Ledger Adjust¬ 
ment A/c 
(Sales) 

1,87,000 



Working Notes 

MATERIALS CONTROL ACCOUNT 


FINISHED STOCK ACCOUNT 


To Balance 1 
To Work-in-1 gress A/C 


17,000 By Cost of Sales A/c 
1,33,300 By Balance c/d 


Rs. 

1,000 

1,86,000 

1,87,0C0 


To Balance b/d 

To General Ledger Adjust¬ 
ment A/c 

Rs. • 

22,000 

58,000 

By Work-in-progresa A/c 

By Balance 

Rs. 

65,000 

15,000 


80.000 


80.000 






1.50.3C0 

FACTORY OVERHEAD ACCOUNT 


To General Ledger Adjust¬ 
ment A/c 



By Work-in-progress A/c 
27.000 By Costing P & L. A/c 


27,000 


26,000 

1,000 


27,000 


c F i LING. DISTRIBUTION AND ADMINISTRATION 
EXPENSES ACCOUNT 


To General Ledger Adjust¬ 
ment A/c 

To Costing P. & l. A/c 

Rs. 1 

By Cost of Sales A/c 

28.000 

1,000 

Rs. 

29,000 


29.000 

29,000 


problem 55 

The following balances are extracted from the Cost Ledger of 

a seasonal manufacturing concern at 1st November. 



COST ACCOUNTING 


Stores Ledger Control Account 
Work-in-progress Ledger Cocflrol Account 
Finished Goods Ledger Control Account 
Production Overheod Account 
Administration Overhead Account 
Selling and Distribution Overhead Account 
General Ledger Adjustment Account 




ih»i 


30 

40 

2,980 


3,050 


During the month of November the following particulars are 
obtained : 


Materials received into Stores 
Materials purchased for Special Job No. 17 
Materials issued to production : 

Special Repairs Order No. 12 180 

Capital Order No 8 450 

Special Job. No. 17 1,020 

Other Jobs 7,050 

Materials issued to repairs and maintenance 
Materials returned to suppliers from Stores 
Materials lost by theft 
Carriage inwards on Stores 

Total wages paid to employees on— Rs. 

Special Repairs Order No. 12 120 

Capital Order No. 8 350 

Special Job No. 8 930 

Other Jobs 5,260 

Indirect wages—Factory 540 

Indirect wages-Adrainistration 100 

Indirect .vages-Selling and distribution 100 

Normal Idle Time 30 

Idle time power failure 50 

Direct Expenses 
Production Expenses 
Administration Expenses 
Selling and distribution expenses 

Sales—Special Job No. 17 4.000 

Sales—Others 19,000 


Rs. 

9,050 

550 


8,700 

120 

70 

20 

170 


6,660 


140 

1,160 

920 

810 


23,000 


At the end of the month the following balances were ascer¬ 
tained : 

Rs. 

Stock-Ledger Control Account 1,380 

Work-in-progress Ledge* Control Account 900 

Finished Goods Ledger Control Account 1,180 

Production Overhead were recovered at 15% on Prime Cost. 

Administration costs recovered on finished production amoun¬ 
ted to Rs. 1,050. Selling and distribution overheads were recovered 
on products sold amounting to Rs. 1,030. 
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cost CONTROL ACCOUNTS 

Capital order No. 8 was completed during November and is to 
be capitalised. No. Overheads were charged to this order. 

Special Repairs Order No. 12 was completed and is to be 
charged to Production, Administration, Selling and Distribution 
divisions in the ratio of 4 : 2 : 4. 

Special Job No. 17 was also completed and despatched to the 

customer. Administration Selling and Distribution Overheads are 
not charged to this job. 

You are required to enter the amounts in the Cost Ledger, 
prepare a Costing Profit and Loss Account and show a Trial Balance 
at the end of November. 

Solution 

GENERAL LEDGER ADJUSTMENT ACCOUNT 


To Stores Ledger Control A/c 
(returns) 

To Capital Order No. 8 
To Profit and Loss A/c 
(Sales) 

To Special Job No. 17 
To Balance c/d 


19,000 

4.000 

3,435 


By Balance b/d 
By Stores Ledger Control A/c 
(Purchases) 

By W I P. Ledger control A/c 
(materials for Special Job) 
By Production Overhead A/c 
(Carriage inwards) 

By Wages Control A/c 
By W.I.P. Ledger Control A/c 
(direct expenses) 

By Production Overhead A/c 
By Administration Overhead 
A/c 

By Selling and Distribution 
Overhead A/c 

By P. & L. A/c (Profit for the 
month) 


2,980 

9.050 


170 

7,480 

140 

1,160 


27.305 


4,045 

27,3oT 


STORES LEDGER. CONTROL ACCOUNT 


To Balance b/d 1.300 

To General Ledger Adjustment 

A/c (Purchases) 9,050 


By W.I.P. Led. Control A/c 

(Issued to production) 8,750 

By General Ledger Adj. A/c 

(Returns) 70 

By Production Overhead A/c 
(Repairs) 

By Abnormal Loss A/c 

(Loss on accoum of theft) 

By Production Overhead A/c 
(Difference being normal 
loss) 10 

By Balance c/d 1,380 


10.350 


10,350 
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To General Ledger Adj. A/c 



By W.I.P. Led. Control A/c 
By Production Overhead A/c 
By Administration Overhead 
A/c 

By Selling and distribution 
Overhead A/c 
By Aboormal loss A/c (idle 
time) 

By Production Overhead A/c 
(Normal Idle time) 


PRODUCTION OVERHEAD ACCOUNT 


To Balance b/d 
To Stores Ledger Control A/c 
(repairs) 

To General Led. Adj. A/c 
(carriage inwards) 

To Wages Control A/c 
To Wages Control A/c (norma 
idle time) 

To General Led. Adj. A/c 
To Stores Ledger Control A/c 
(normal loss) 

To Special Repairs Order No. 
12 

To Balance c/d 


50 By W.I.P. Led. Co ntrol A/c 
120 


50 

1,160 


12 

2.250 


ADMINISTRATION OVERHEAD ACCOUNT 


Cr. 


Ra. 

2050 


2^50 


Rs. 

100 

By Balance b/d 

920 

By Finished Goods Ledger 

69 

Control A/c 

By Balance c/d 

1.089 

i 



To Wages Control A/c 
To General Ledger Adj. A/c 
To Special Repairs Order No. 
12 


SELLING AND DISTRIBUTION OVERHEAD ACCOUNT 


1,050 

9 

1,089 


To Wages Control A/c 
To General Ledger Adj. A/c 
To Special Repairs Order No. 
12 

To Balance c/d 



By Balance b/d 
By Cost of Sales A/c 


1,070 


1.070 







COST CONTROL ACCOUNTS 


WORK-IN-PROGRESS LEDGER CONTROL ACCOUNT 


To Balance b/d 
To Genera] Ledger Adj. A/c 
(special purchases) 

To Stores Led. Control A/c 
To Wages Control A/c 
To General Ledger Adj. A/ c 
(direct expenses) 

To Production Overhead A/c 


550 

8,750 


140 

2,250 


By Capital Order No. 8 

Materials 450 

Wages 350 

By Special Repairs Order 
No. 12 

Materials 180 

Wages 120 

Production Overhead 45 

By Special Job No. 17 : 

Materials 1,020 

Wages 930 

Special Purchases 5SO 
Production Overhead 375 

By Finished Goods Ledger 
Control A/c 
By Balance c/d 

18,950 


FINISHBD GOODS LEDGER CONTROL ACCOUNT 



2,875 

14.030 

900 




To W.I.P. Lod. Control A/c 

• Rs. 

Materia Is 450 

• Wages 350 


goods sold) 
By Balance c/d 


CAPITAL ORDER NO. 8 


Rs. 


By Gen. Led. Adj. A/c 


To W.I.P. Led. Control A/c 


800 


SPECIAL ORDER NO. 12 
I R3. 


Material 

180 

Wages 

120 

Production Overhead 

45 

- 

- 345 


345 


By Production Overhead A/c 
By Administration Overhead 
A/c 

By Selling and Distribution 
Overhead A/c 





















SPECIAL JOB NO. 17 


To W.I.P. Led. Control A/c 
Materials 1.020 

Wages 930 

Special Purchases 530 

Prod. Overhead 375 

To Costing P. & L. A/c 
(Profit) , 


COn ACCOUNTING 
Cr. 


4,000 


Rs. 

2,875 

1,125 

By General Led. Adj. A/c 
(Sale) 




4,000 


ABNORMAL LOSS ACCOUNT 



COST OF SALFS ACCOUNT 
Dr. 


-Rs. 

To Finished Goods Led. Cont- By Costing P. & L. A/c 

rol A/c 15,000 I 

To Selling and Distribution 

Overhead A/c 1,030 



Rs. 

16,030 


16,030 


COSTING PROFIT AND LOSS ACCOUNT FOR THB 
MONTH OF NOVEMBER 


To Cost of Sales 
To Abnormal Loss 
To General Ledger Adj. A/c 
(Profit) 


16.030 By General Ledger Adj. A/c 
50 (Sales) 

By Special Job No. 17 (Profit) 

4.045 


| 20,123 

TRIAL BALANCE AS ON NOVEMBER 30 


19,000 

1,125 


20,125 


Stores Ledger Control Account 
Work-in-progress Ledger Control Account 
Finished Goods Ledger Control Account 
Production Overhead Account 
Administration Overhead Account 
Selling and Distribution Overhead Account 
General Ledger Adjustment Account 



3,435 


3.469 | 3.4® 
















RECONCILIATION OF COST AND PINANCUL ACCOUNTS 

Working Notts 

1. Computation of Production Overheads : 

Prime Cost Charged to Work-in-Progress during November 
Less : Prime Cost on Copital Order No. 8 where no overhead is to 
be charged 

Add : Opening Stock of W.I.P. Ledger Control Account 
Less : Closing Stock of W.I.P. Ledger Control Account 


\ 


16,100 

800 


15,300 

600 


15,900 

900 


15,000 


Production Overhead @ 15% on Rs. 15.000 come* to Rs. 2,250. 

2. It has been presumed that overhead balance*willbe ^^J^lward. 
at the end of the year and, therefore, they have been carried i 

RECONCILIATION OF COST AND FINANCIAL 

ACCOUNTS 


Problem 56 

The Elegant Chair Manufacturing Co. Ltd., which commence 
manufacturing chairs from 1st October, 1977, supplies 
information and asks you to prepare a cost sheet showing the p 
per chair sold : 

(1) Materials and wages are to be charged at actual cost. 

(2) Works oncost at 75% of the wages. 

(3) Office oncost at 20% of the works cost. 

(4) Two types of chairs are manufactured ; 

Patterns “Comfortable” and “Luxurious”. 

(5) There was no stock of chairs unsold nor there was any 
in course of manufacture by 30th September. 

(6) Number of chairs sold during the year pattern “Comfort¬ 
able” 720 and pattern “Luxurious” 504. 


Pattern 

Pattern 

Comfortable 

Luxurious 

Rs. 

Rs. 

38 

64 

24 

32 

120 

180 


Material per chair 
Wages per chair 
Selling price per chair 
Prepare necessary Statement showing the actual profit for the 
year if the actual works expenses were Rs. 28,000 apd office expenses 
Rs. 22,000. 

You are required to prepare a statement reconciling th* pro¬ 
fit as shown by the cost accounts with the Profit or Loss as shown 
by the financial accounts for the year ended 30th September, 1978. 

(£. Com. Bombay) 
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COST SHEET 

for the year ending 30th September , 1978 


Particulars 


Materials 

Wages 

Works oncost—75% of 00,1 

Office oncost—20% of irarkacoet* 

Total Cost 
Profit 


Comfortable” 
720 chairs 


“Luxurious" 
504 chairs 


Rs. 

27,360 

17,280 

44,640 

12,960 

57.600 

11,520 

69,120 

17,280 


Selling Price 86,400 


Per Unit 

Total 

Rs. 

Rs. 

38 

32,256 

24 

16,128 

62 

48.384 

18 

12,095 

80 

60,480 

16 

12.096 

96 

72,576 

24 

a ^ a 

18.144 

120 

90,720 


To Materials: 

"Comfortable" 27,360 
"Luxurious" 32,256 59,616 

To Labour: 

"Comfortable" 17,280 
"Luxurious" 16,128 33,408 


30th September , 1978 
rs; i 


By Sales: 

"Comfortable" 86,400 
“Luxurious" 90,720 1.77,120 


To Works expenses 
To Office expenses 
To Net Profit 


28,000 

22,000 

34,096 

1,77.120 


RECONCILIATION STATEMENT 


Profit as disclosed by Cost Accounts : 

Add : Under-recovery of office expenses in financial accounts 
(Rs. 23,616—Rs. 22,000) 


Less : Over-recovery of factory expenses in financial accounts 
(Rs. 28,000—Rs. 25.056) 

Profit as per financial accounts 

Problem 57 


1.77,120 


35.424 

1,616 

37.040 

2.944 

34.096 


Problem 57 

A commenced business on 1st January, 1978 as a perambulator 
manufacturer, making three types A, B and C. The following is 
his trading and Profit & Loss Account for the year 1978 : 



RECONCILIATION OF COST ANb FINANCIAL ACCOUNTS 


Particulars 


To Materials charged out 
To Direct Labour 
To Works expenses 
To Gross Profit b/d 


Amount 


Particulars 


To Office Expenses 
To Net Profit 


Rs. 

27,269 05 By Sales 

16,535 00 By Stock of Finished goods 

15.720 00 By Work-in-Progress : 

19,906-60 Materials 
Labour 
Works oncost 

79.430 65 

11,150 00 By Gross Profit b/d 

8,756 60 

19,906 00 


Amount 


71,94000 

2.790-65 

3,100 00 
800.00 
800 00 

79.43065 

19,906 60 

"l9^906-60 


He has kept cost accounts in respect of each type, charging 
out materials and labour at actual cost ; works oncost at 1 UU / 0 on 
‘labour cost’ and 'office oncost* at 20% on ‘work cost . From the 

following information and the above particulars, you are required 

to prepare (a) statement showing profit per perambulator sold and 
total profit per cost accounts, and (6) reconciliation of protit 
per cost accounts with Profit per Profit and Loss Account, explain¬ 
ing the difference, if any. _■_ 


Particulars 


Average cost of materials per finished peram¬ 
bulator , . . . 

Average cost of labour per finished parambu- 
lator 

Sale price per perambulator 
Number of 6nished perambulators 
Perambulators sold 


A 

B 

R*. 

Rs. 

15-37 

16-7 

9 50 

n-oo 

47 00 

5200 

845 

470 

820 

450 


Rs. 

11-41 

8-75 

4000 

290 

250 


Solution 


(a) STATEMENT SHOWING PROFIT 

v Per Perambulator 


Particulars 


Material used 
Direct Labour 

Prime Cost 

Add : Work Oncost (100% on Labour) 

Work Cost 

Add : Offic e Oncost (20% od Works cost) 



Total Cost 


Profit 


24 87 


34 37 
6 874 


41244 

5-756 


27 75 
1100 


38 75 
7-75 


46-50 


Rs. 

11-41 

875 


20 16 
8-75 


2891 

5-782 


Selliog Price 


47-000 


00 


40 
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STATEMENT SHOWING TOTAL PROFIT 
AS PER COST ACCOUNTS 


Perambulators sold at a profit of Rs. 5 756 each 
»Type—450 perambulators sold at a profit of Rs. 5 50 each 
C Typo-250 perambulators sold at a profit of Rs. 5 303 each 

Total Profit as per Cost Accounts 


4,719-92 
2,475 CO 
1.327-00 


8.521-92 


(6) RECONCILIATION STATEMENT 


Particulars 

Amount 

Amount 

Profit as per Cost Accounts 


Rs. 

Rs. 

8.521-92 

Add : Works oncost recovered in excess in Cost Accounts: 1 


Works oncost as per cost accounts : 

w 



/4—845x Rs. 9 50 

Rs. 

8,027-50 



B—470 x Rs. 1100 

5,17000 



C—290x Rs. 8-75 

2,537-50 

15,73500 


Less : Works expenses as per P. & L. A/c : 
(Rs. 15,720—Rs. 800) 


14,920-00 

815-00 



9,336-92 

Less : Office oncost under-recovered in Cost Accounts : 



Office expenses as per P. & L. A/c 
Less : Office oncost as per cost accounts ; 


11,150 00 


Rs. 



,4-845 xRs. 6-874 

5,809-53 



B-470xRs. 7-75 

3,642-50 



C—290 x Rs. 5-782 

1.676-78 

11,127-81 

2219 




9,314-73~ 

Less: Office oncost not included in the 

valuation o f 


unsold stock of perambulators for the purpose of 



Financial Accounts: 

Rs. 



A -25 (Unsold) x Rs. 6 874 

171*85 



B—20 (Unsold)x Rs. 7*75 

155 00 



C—40 (Unsold) xRs. 5 782 

231-28 


cco .11 




Jjo IS 

Profit as per Profit & Loss Account 



8,756-60 






Problem 58 

From the accounts of ABODE Co. Ltd., the following Manu¬ 
facturing, Trading and Profit and Loss Account for the year ended 
31st December 1978 is extracted 



RECONCILIATION OF COST AND FINANCIAL ACCOUNTS 

ABODE Company Ltd. 
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MANUFACTURING. TRADING AND PROFIT AND LOSS ACCOUNT 
for the year ended 31st December , 1978 


To Raw materials : 
Opening Stock 

Purchases 
To Wages paid 
To Wages accrued 
To Factory expenses 


To Cost of goods sold 
To Administration expenses 
To Selling & distribution 
expenses 

To Preliminary expenses 
written off) 

To Goodwill (written off) 
To Net Pro6t transferred to 
appropriation account 


Rs. 

59.000 

3.73.000 

5,62.000 

34,000 

3,81,500 


14,09.500 


13,19,900 

2,45.000 

3,28,000 

20.000 

15,000 

1.44.900 




By Raw materials: 

Closing Stock 
By Work-in-progress: 
Material 
Wages 

Factory expenses 
By Cost of goods manufac¬ 
tured (18,000 units) 


By Sales (15,200 units) 

By Finished Stock (2,800 
units) 

By Interest on investments 
By Dividend earned 


Ra. 

64,000 

8,000 
11.000 
6,600 

13.19,900 

14,09,500 


18,24.000 

2,35,200 

2,600 

11.000 


20.72.800 


The following procedure is adopted in connection with the 
costing of the product: 

(a) Factory expenses are allocated to production at 60% of 
direct labour cost. 

(b) Administration expenses are applied at Rs. 12 per unit over 
the units produced. 

(c) Selling and distribution expenses are charged so as to work 
out 20% of selling price. 

Prepare Costing Profit and Loss Account and the Statement of 
Reconciliation between the profit or loss as per two set of accounts. 
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Solution 


COSTING PROFIT AND LOSS ACCOUNT 


To Materials: Rs, 

Opening Stock 59,000 
Add Purchases 3.73.000 

Ks. 

By Sales 

By Finished Stock 

By Work-in-Progress 

Rs. 

18,24,000 

2,35.200 

25,600 

, 4.32.000 

Less Closing 

Stock * 64.000 



Materials consumed 

To Wages paid 5,62.000 

+Wages accrued 34,000 

3.68.000 

5.96.000 



_ „ Prime Cost 

To Factory overhead (60% 
of direct labour) 

$.64,000 

3,57.000 



Prime Cost 
To Administration overhead 
(@ Rs. 12 per unit for 
18,000 units) 

13,21,600 

2,16,000 

• 


To Selling and Distribution 
Overhead (20% of Sales) 
To Net Profit 

15.37.600 

3,64,800 

1,82,400 

20.84.800 

A 

20^800 




=-= 


Note : It has been assumed that: 

Closing stock of work-in-progress and finished goods has been 
valued on the same basis under both sets of accounts. 

ic n JJ 1 ' 5 ** because the cost of production of 18,000 units comes to Ra. 
15,12,000 as per cost accounts. This cost per unit is Rs. 84. The cost of 2,800 
units of closing stock therefore comes to Rs. 2,35,200. 

STAEMENT OF RECONCILIATION 


Less : 


Add 


Profit as per Cost Accounts 
Preliminary Expenses excluded from Cost Accounts 
Goodwill excluded from cost accounts 
Factory overhead under-charged in cost accounts : 
Factory Expenses Rs. 3,81,500 

Factory Overheads 3,57,600 


Rs. 

20,000 

15,000 


23,900 


Administration overhead under-charged in cost accounts : 

Rs. 

Administration expenses 2,45,000 

Administration overheads 2,16.000 29,000 


Interest on investments excluded from cost accounts 
Dividends earned excluded from cost accounts 
Selling & Distribution Overheads Over-charged in 
cost accounts : 

Overheads Rs 3,64.800 

Expenses Rs. 3,28.000 

Net Profit as per Profit & Loss Account 


Rs. 

2,600 

11,000 


36,800 


Rs. 


“ri:— 

1.82.400 


87,900 

94.500 


50,400 


144,900 










RECONCILIATION of cost and financial accounts 

Problem 59. 

The following figures are avilable from financial accounts for 
the year ended 31st March, 1979 : 



Rs. 

Direct material consumption 

2,50,000 

Direct Wages 

1,00,000 

Factory Overheads 

3,80,000 

Administration Overheads 

2,50,000 

Selling & Distribution Overheads 

4,80,000 

Bad Debts 

20,000 

Preliminary Expenses (written off) 

10,000 

Legal Charges 

5,000 

Dividend Received 

.50,000 

Interest on Deposit Received 

10,000 

Sales 1,20,000 units 

7,00,000 

Closing Stock: 


Finished Stock—40,000 units 

1,20.000 

Work-in-progress 

80,000 


The Cost Accounts reveal— 

Direct material consumption Rs. 2,80,000 
Factory Overhead recovered at Rs. 20% on Prime Cost. 
Administration Overhead at Rs. 3 per unit of production. 

Selling and Distribution overhead at Rs. 4 per unit sold. 

Prepare— 

(1) Costing Profit & Loss Account. 

(2) Financial Profit & Loss Account. 

(3) Statement Reconciling the profits disclosed by the Costing 
Profit and Loss Account and Financial Profit and Loss Account. 

(C. A. Inter) 


Solution 


COSTING PROFIT & LOSS ACCOUNT 
for the year ending 31st March. 1979 


To Direct Material 
H Direct Wages 
„ Factory Overhead 
, v Administrative 
Overheads 
„ Selling Overheads 


Rs. 

2,80,000 

1 , 00,000 

76.000 



By Sales 

By Closing Stock : 
Finished Goods 
Work-in-progress 
„ Net Loss 



4,22,000 


14,16.000 
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PROFIT A LOSS ACCOUNT (as per financial books) 
_ for the year ending 31st March, 1979 


To Materials consumed 
•.Wages 

•• cx P«nses 

•> Administration expenses 
•* Selling A Distribution 
expenses 
.. Legal charges 

•• Bad Debts 
„ Preliminary expenses 
written off 

Ra. 

2,50.000 

1,00,000 

3.80.000 

2,50,000 

4,80,000 

5,000 

20,000 

io,oool 

By Sales 

„ Dividend Received 
„ Interest on Deposit 
,, Closing Stock: 

Finished Stock 
Work-in-progress 
,, Net Loss 

r R». 
7,00.000 
50,000 
10,000 

1.20.0C0 

80.000 

5,35,000 


14,95.000 

■ 

14.95,000 


RECONCILIATION STATEMENT 



+ 

Ra. 

Ra. 

.. _ Loss as pet Costing Records 

Ada : Overcharging of Materials in cost accounts 

Overabsorption of administrative overheads in cost 
accounts 

Dividend A Interest not credited in cost accounts 
U*9 : Preliminary expenses A Legal charges not debited 
in cost account 

Under-absorption of factory overheads in cost 
accounts 

Bad Debts not included in Cost Accounts 

Over valuation of cl. stoek in cost account 

30,000 

2,30.000 

60,000 

■ /. 

4.22,000 

15,000 

3.04.000 

20,000 

94,000 

Loss as per Financial accounts 

3,20,000 

8,55.000 


5,3.5000 


Working Notes 

Valuation of closing stock of fi nished goods as per cost accounts: 
Total cost of production of 

1,60,000 units 8,56,000 

Cost of dosing stock of 

40,000 units 2,14.000 





RECONCILIATION OP COST AND FINANCIAL ACCOUNTS 
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Problem 60 


, B and C are the manufacturers of a standard product. 
Their Tracing and P^fit and Loss Account appears as under . 

TRADING AND PROFIT AND LOSS ACCOUNT 

For the year ended 30th June , 1979 _ 


To Finished Stock (1st July 
1978—6,000 articles) 

To Raw Materials consu¬ 
med 

To Carriage laward 
To Direct Wages 
To Gross profit c/d 



By Sales (90,000 articles) 

By Finished Stock 30 June 
1979 (4,500 articles) 

By Work-in-Progress 


Rs. 

2.92,500 

11,205 

1,989 



To Advertising 
To Traveller’s Salaries and 
Commission 
To Director’s Fees: 

Works 
Office 
Selling 

To Office Staff Salaries 
To Indirect Factory Wages 
To Motor Van Expenses 
To Factory Rent 
To Debenture Redemption 
Sinking Fund 

To Depreciation of Plant & 
Machinery 
To Showroom Rent 
To Office Rent 
To Carriage Outwards 
To Interest on Loans 
To Bad Debts 
To Depreciation of Delivery 
Vans 

To Factory Lighting & power 
To Packing Charges 
To Sundry Factory Expenses 
To Preliminary Expenses 
To Showroom Lighting 
To Insurance : 

Factory 450 

Office 75 

Showroom 180 

To Loss on sale of Invest¬ 
ments 

To Audit Fees 

To General Office Expenses 

To Printing ana Stationery 


15.480 

9,630 

9.600 

6,342 

5,067 

4,596 

4,680 

3.000 

2,868 

2,250 

1.725 

1.560 

1,500 

1.269 


By Gross Profit b/d 
By Dividends Receivable 
By Bank Interest 


3.05.694 

1,16.376 

1.725 

105 


705 


555 

630 

375 

330 


COST ACCOUNTING 


84f 


To Repairs : 




V 

Works 

75 




Office 

225 

300 



To Depreciation of 

office 




furniture 





To Telephone: 





Office 

108 




Showrooms 

81 

189 



To Cleaning : 





Office 

75 




Showrooms 

105 

180 



To Legal charges (Collection 




of Bad debts) 


126 



To Net Profit c/d 


38,949 





1,18,286 


1,18,206 


The Work-in-progress on 30th June, 1979 was valued as 
follows : 



Rs. 

Materials 

1,065 

Wages 

648 

Works expenses 

276 


1.989 


The following information is extracted from the Cost 
Accounts : — 

(o) The net profit for the year as shown by the Cost of Sales 
Account was Rs. 44,400. 

(6) Production has been charged with works oncost @ Rs. 20 
per 100 articles and with office oncost at Rs. 15 per 100 
articles. 

(c) Selling oncost has been charged to production sold at 
Rs. 45 per 100 articles. 

(d) In Financial Books only works oncost has been considered 
while valuing opening and closing stocks of Finished 
Goods, whereas in the Cost Accounts, office oncost 
has also been added. 

Prepare separate Works Expenses and Selling Expenses 
Account. Show also the Reconciliation of the Cost and Financial 
Accounts embodying the main causes of difference. 





RECONCILIATION OF COST AND FINANCIAL ACCOUNTS 


Solution 


To General Ledger Adjust¬ 
ment Account: 

Factory Rent 
Indirect Factory Wages 
Indirect Lighting Sc Power 
Depreciation of Plant and 
Machinery 

Sundry Factory Expenses 

Insurance 

Repairs 

Directors* Fees 


WORKS EXPENSES ACCOUNT _ 

ust- By Work.in-progress A/c 

Works oncost at Rs. 20 per 
4,680 100 articles on 88,500 

zes 5,067 articles 

Power 1,062 By Works Oncost Suspense 
it and A/c (works expenses inclu- 

2,868 I ded in work-in-progress) 

tnses 930 By Costing Profit & Loss A/c : 

430 Under-allocation of expen- 

75 II ses transferred 

3,000 


17,700 


18.132 


18,132 


fiNSES A 


To General Ledger Adjustment 
A/c : 

Office Staff Salaries 
Office Rent 

Printing and Stationery 
Depreciation of Office Fur¬ 
niture 
Insurance 
Repairs 

Telephone 

Cleaning 

General office expenses 
Audit Fees 
Directors* fees 

To Costing Profit Sc Loss A/c : 
Over-allocation of expenses 
transferred 


6,342 

1,725 

330 

300 

75 

225 

108 

75 

375 

630 

3,000 


13.275 


By Work-in-progress A/c : 
Office oncost at Rs. 15 per 
100 articles on 88,500 arti¬ 
cles 


13,275 


13.275 


To General Ledger Adjustment 

A/c : 

Insurance 
Telephone 81 

Cleaning 105 

To Travellers’ Salaries Sc Com¬ 
mission 9.630 

To Motor Van Expenses 4,596 

To Depreciation of Delivery 

Vans 1,269 

To Carriage Outwards 1,560 

To Packing charges 930 

To Bad Debts 1,290 

To Showroom Rent 2,2<0 

To Showroom Lighting 768 

To Legal charges (collection 

of bad Debts) 126 

To Directors’ Fees 3,600 

To Advertising 13,480 


By Cost of Sales Account- 
Selling oncost charged to 
articles sold at Rs. 45 per 
100 articles sold on 90,000 
articles 

By Costing Profit Sc Loss A/c — 
Under-allocation of expen¬ 
ses transferred 


40,500 


1,335 
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COST ACCOUNTING 


The number of articles produced during the year has been ascertained as 
follows: 



No. 

Articles sold 

90,000 

Add Closing Stock 

4,500 


94,500 

Less Opening Stock 

6,000 

Articles produced during the year 

88,500 


RECONCILIATION STATEMENT 



Rs. 

Rs. 

Profit as per Cost Accounts 


44,400 

Add : (0 Over allocation of office oncost in Cost Accounts 

(«) Dividends shown in Financial Books as receipt, not 

90 

shown in Cost Books 

(ill) Bank Interest credited in Financial Books not shown 

1,725 


in Cost Accounts 

(/v) Opening Stock of finished goods overvalued in Cost 
Books, i.e. in Financial Books they are valued at 
works cost while in cost books at office cost (on 6,000 
articles Rs. 15 per 100 articles over-valued in cost 

105 


books) 

lliKiii] 

2,820 

Less : (0 Under-allocation of works expenses in Cost Accounts 

156 

"4i\220" 

(ii) Under allocation of selling expenses in Cost Accounts 
(itf) Interest on Loans debited in Financial Books but not 

1.335 

in Cost Books 

(/v) Loss on Sale of Investments debited in Financial 



Accounts but not in Cost Accounts 
(v) Preliminary expenses shown in Financial Books but 

555 


not in Cost Books 

(v/) Debenture Redemption Sinking Fund created in 
Financial Books but being appropriation of profits 

1,050 


not allowed in Cost Accounts 

(Wf) Closing Stock over-valued in Cost Books (in Finan¬ 
cial Books valued at works cost but in Cost Accounts 
at office cost). Thus in Cost Books Rs. 15 per 100 

3,000 

8,271 

articles on 4,500 articles have been charged extra) 

675 

Profit as per Financial Books 


38,949 


INTEGRATED ACCOUNTS 
Problem 61 

The following are the extracts of balances of Mehta & Co. 
in its Integrated Ledgers on 31st March. 1978 




Stores Control Account 
Finished Goods Account 
Work-in-Pi ogress Account 
Creditors Control Account 
Cash at Bank 
Debtors Control Account 
Fixed Assets Account 
Profit and Loss Account 
Depreciation Provision Account 
Share Capital Account 


Rs. 

3.600 

2.600 

3.400 

2.000 

2.400 

11,000 


1.600 


6.400 

1,000 

16,000 


25.000 25.000 


under: 


Transactions for the year ending 31st March, 1979 were as 


Wages—Indirect 
Direct 

Stores purchased on credit 
Stores issued to production 
Stores issued to repair ord:r 
Goods finished during period at cost 
Goods sold at cost 
Goods sold at sales value (on credit) 

Production overhead recovered 

Production overhead I Paid for 

Administration overhead [ by cheque 

Selling and distribution overhead J 

Depreciation (works) 

Payment from customers 
Payment to suppliers 
Purchases of fixed assets In cash 
Fines paid 
Income Tax 

Charitable Donations ._ . 

Rates prepaid included in production overhead incurred 

Interest on bank Loan 


d for 
cheque 


Rs. 

1,000 

17,400 

20.000 

22.000 

400 

43.000 

44.000 

60.000 

9.600 

8.000 

2.400 

2,800 

260 

58.000 

20,200 

400 

100 

4,000 

200 

60 

20 


You are required to write up the accounts in the Integral 
ir and take out a Trial Balance. The Administration Over- 
is written off to Profit and Loss Account. 

INTEGRAL LEDGER OF MEHTA & CO. LTD. 

STORES CONTROL ACCOUNT_ £L- 


Date 


Particulars 


1978 

April 1 To Balance b/d 

March To Creditors Control 
31 A/c 


Araoun 

“'R* - 

3,600 


20,000 


Date 


Particulars 


Amount 


1979 

Mar. 31 By Work-in-progress_ 

A/c 22.000 

By Production Over¬ 
heads A/c 400 

By Balance c/d 1,200 


23,600 






COST ACCOUNTING 


Df._ 

Dale 


WAGES CONTROL ACCOUNT 
Particulars Amount 


1979 

Mar. 31 To Bank 



Date 

Particulars 

1979 
Mar. 31 

By Work-in-progress 

A/c . 

By Production Over¬ 
head A/c 


18.400 


PRODUCTION OVERHEAD ACCOUNT 


31 To Wages Control A/« 
To Stores Control A/« 
To Bank 

To Depreciation Pro¬ 
vision 


Rs. 

1,000 

400 



1979 

Mar. 31 By Prepayment A/cs 
—Rent 

By Work-in-progress 

A/c 


ADMINISTRATION OVERHEAD ACCOUNT 


1979 

Mar, 31 To Bank 


Dr. 

1979- 

Mar. 31 To Bank 


Rs. |i 1979 

2,800 Mar. 31 By Cost of Sales 


2,800 | 


WORK-IN-PROGRESS ACCOUNT 


Particulars 


Particulars lAmountl Da 


Rs. 


1978 \ 

April 11 To Balance b/d 

1979 

Mar. 31 To Wages Control 
To Stores Control 
To Production Over¬ 
head A/c 




Rs. 

1979 


2,400 

Mar. 31 

By Costing Profit & 

'Dim in/ 


Loss A/c 




Cr. 

Rs. 

2.400 


2.8C0 

lioo 


Mar. 31 By Finished Goods | 

Mar. 31 By Balance c/d (9,4S 


52.400. 



















IN rSGRATED ACCOUNTS 
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FINISHED GOODS ACCOUNT 


1978 

April 1 To Balance b/d 

1979 

Mar. 31 To Work-in-Progress 

A/c 



2,600 II Mar. 31 By Cost of Sales A/c 44.000 


By Balance c/d 


1,600 


45,600 


COST OF SALES ACCOUNT 


Mar. 31 To Finished Goods 

A/c 44.000 

Mar. 31 To Selling St Distribu¬ 
tion Overhead A/c 
Mar. 31 To Costing Profit and I 

Loss A/c 13, 


1979 

Mar. 31 By Debtors Control 
A/c—(Sales) 


60,000 



COSTING PROFIT & LOSS ACCOUNT 
For the year ending 31 March, 1979 


To Administrative Overhead 
A/c 

To Profit Sc Loss A/c 


2,400 

10,800 

13.200 


By Cost of Sales A/c 


Rs. 

13,200 





PROFIT AND LOSS ACCOUNT 
For the year ending 31 March, 1979 



To Charitable Dona¬ 
tions 

To Interest on Bank 
Loan 
To Fines 
To Income Tax 
To Net Profit for the 
year c/d 



By Balance b/d 
By Costing Profit Sc 
Loss A/c 


Cr. 


Rs. 

6.400 

10,800 


17,200 


PREPAYMENTS ACCOUNT 


1979 

Mar. 31 To Production Over¬ 
head A/c 


1979 

Mar. 31 By Balance c/d 


















COST ACCOUNTING 

DEPRECIATION PROVISION ACCOUNT 


1979 

Mar. 31 To Balance c/d 



DEBTORS CONTROL ACCOUNT 



Rs. 

1979 
Mar. 31 
Mar. 31 


—» 

Rs. 

To Balance b/d 

To Cost of Sales A/c 

2,400 

60,000 

By Bank 

By Balance c/d 

58,000 

4,400 


62.400 



62,400 


CREDITORS CONTROL ACCOUNT 


1979 

Mar. 31 To Bank 
Mar, 31 To Balance c/d 



By Balance b/d 

By Stores Control 
A/c 


Rs. 

1,600 


20.000 


FIXED ASSETS ACCOUNT 



1978 

April 1 To Balance b/d 

1979 

Mar. 31 To Bank 


Rs. 

11,000 
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AprH 1 ® a ' ance 

M*r. 31 To Debtors Con¬ 
trol A/c 



Mar. 31 By Wages Control 

Mar. 31 By p(xed Assets A/c 

By Production Over- 
Mar. 31 bead A/c 

By Administration 
Mar. 31 Overhead A/c 

By Selling A distribu- 
Mar. 31 tion Overhead A/c 

Mar. 31 By Creditors Control 
A/c 

Mar. 31 By Charitable Dona¬ 
tions 

Mar. 31 By Fines 

By Interest on Bank 
Mar. 31 Loan 

Mar. 31 By Income Tax 
By Balance c/d 


SHARE CAPITAL ACCOUNT 


Date 

”1979 


Particulars 

Amount 

To Balance c/d ^ 

Rs. 

16,000 


Particulars 


By Balance b/d 


TRIAL BALANCE AS ON 31st MARCH 1979 

Dr. 


Stores Control Account 
Work-in-progress Account 
Finished Goods Account 
Cash at Bank 
Creditors Control Account 
Debtors Control Account 
Prepayments Account 
Fixed Assets Account 
Depreciation Provision Account 
Profit and Loss Account 
Share Capital Account 


Ra. 

1*200 

9.400 
1,600 
3,480 

4.400 
60 

11.400 


18,400 

400 

8,000 

2.400 


I'M 


20,200 


20 

4,000 

3,480 



Cr. 


Amount 



1,400 


1,260 

12,880 

16,000 


Total 


31,540 


31.540 


BUDGETARY CONTROL 

Problem 62. 

^ or production of 10,000 Electrical Automatic Irons the 
lollowmg are budgeted expenses : 
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COST ACCOUNTING 
Per unit 
Rs. 


Direct Materials 

Di re c t Labour 

Variable Oveheads 

Fixed Overheads (Rs. 1,50,000) 

Variable expenses (Direct) 

Selling Expenses (10% fixed) 

Administration expenses (Rs. 50,000 rigid for all levels 
of production) 

Distribution expenses*(20% fixed) 


60 

30 

25 

15 

5 

15 

5 

5 


Total cost of sale per unit 


160 


Prepare a budget for production of 6,000, 7,000 and 8,000 
irons, showing distinctly marginal cost and total cost. 

(G.A. Inter May 1977) 


Solution 

FLEXIBLE BUDGET OF ELECTRICAL AUTOMATIC IRONS 



6000 Units 

7000 Units 

8000 Units 

Production 

Total 

OB 



Total 



Rs. 




Rs. 


Marginal Costs: 
Direct Materials 

3,60,000 

60 00 

4,20.000 

60-00 

4,80,000 

60 00 

Direct Labour 
Direct Variable 

1,80.000 

30*00 

2,10.000 

33,000 

30-00 

2,40,000 

30 00 

expenses 

30,000 

5-00 

500 

40,000 

3*00 

Variable Over¬ 






heads: 

Production 

1.50,000 

25-00 

1,75.000 

25 00 

2,00,000 

2500 

Selling 

81,000 

13*50 

94,500 

13-50 

1,08,000 

13-50. 

Distribution 

24,000 | 

400 

28.000 

400 

32,000 

400* 


8,25,000 

E231 

E223 


11,00.000 

137-50 

Fixed Coats 

Fixed Production 







Overheads 

1,50,000 

25.00 

1.50,000 

21-43 

1,50.000 

18-75 

Administration 




Overheads 

50,000 

8-33 

50,000 

T 14 • 

50,000 

6-25 

Selling Over¬ 






heads 

15,000 

2-50 

15,000 


15,000 

1-88 

Distribution 



g$f 


Overheads 

10,000 

1-67 

10,000 

□ 

10,000 

1*25 


2,25,000 


2.25.000 

3214 

2,25,000 

2813 

Total Cost 
(Marginal plus 
Fixed Costs) 


■ 

11,87,500 

169-64 

13.25,000 

165-63 
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Working Notes 

Selling 

Expenses 


Total for 10,000 units 1,50.000 

Variable : 90% & 80% respectively 1,35.000 

Variable Expenses per unit 13*50 

Fixed Expenses 10% and 20% of total 

respectively 15.000 


Problem 63 


Distribution 
Expenses 
Rs. 
50.000 
40,000 
13 50 

• 

10,000 


Product X takes 5 hours to make and 7 requires 10 hours. 
In a month of 25 effective days of 8 hours a day, 1.000 units of X 
and 600 units of Y were produced. The company employs 50 
workers in the production department. The budgeted hours are 
\* 000 for the year. Calculate capacity ratio, activity ratio and 

efficiency ratio. (C.A. Final) 

Solution 


Standard hours : X 1.000 units x 5 hrs. 
produced y 600 units x 10 hrs. 

Total 

Standard Hours per month-*8,500 hours. 

Actual Hours -50x 8x 25-10.000 houn. 

Capacity Ratio--- A ^i ual » ours x 100 

Standard Hours budgeted 

=r5oo°“ lw " ll8% 

Activity Ratio- S,andard Hour « P,c>ductd 
Standard hours budgeted 

Efficiency Ratio-St^'d hou » produced 
Actual hours recorded 


Hrs. 

-5,000 

- 6.000 

11,000 


11,000 

10.000 


x 100-110%. 


Problem 64 


STANDARD COSTING 


(а) Standard set for material consumption was 100 kg. @ 
Rs. 2 25 per kg. 

In a cost period : Opening stock was 100 kg. @ Rs. 2 25 per kg. 

Purchases made : 5(0 kg. @ Rs 2 15 per kg. 

Consumption 110 kg. 

Calculate : (/) usage variance, (ii) price variance is accumulated at point 
£icr» v aSC pricc variance when variance is accumulated at point of issue on 
I* 1 *"*? b? s,s . (»v) price >ariayce when variance is accumulated at point of issue 
on LIFO basis. 

(б) What is the effect on closing stock valuation when mate¬ 
rials are charged out to cost on basis (Hi) and (iv) above ? 

(I.C.W.A. Inter) 



U4T ACCOUNTING 


SohtioB 

Usage ^Standard / Standard Actual 
Variance “ Price V Quantity *“ Quantity 

-Ra. 2 25 x (100-110)= Rs. 22 50 (Adverse) 


) 


Price ^ Actual x / Standard Actual \ 

Variance “"Quantity V Price ~ Price ) 

At the points of =500x (Rs. 2 25-Rs. 2 15) 

Purchase ~Rs. 50 (Favourable) 

At the point of issue 

on FIFO basis - l00x(Rs * 2 ' 25 “ Rs - 2 25 > 

+ 10x(Rs. 2 25-Rs. 215) 

=Re. 1 (Favourable) 

luuaooUFObasis - 1,0x < R ’ *»-*.*»> 

—Rs. Jl (Favourable) 

(6) When FIFO method of issue of materials is used, the stock 
is valued at the latest purchase price. Therefore, its value will be 
less than the standard price by 10 paise per kg. For 490 kg., the 
difference in value will be Rs. 49. 

When LIFO method of issue of materials is used, the stock it 
valued at the previous purchase price*—100 kg. @ Rs. 2‘25 per kg. 
and 390 kg. @ Rs. 2*15 kg. The standard price is Rs. 2'25 per kg. 
for the entire stock of 490 kg. and hence a difference in value of 
Rs. 39 will result. 

Problem 65 

Modern Tiles Limited makes plastic tiles of standard size of 
6“x6*xJ'. From the following information, you are required to 
calculate for direct materials : 

(») the cost variance in total 

(*•) the cost variance sub-divided into (a) price (6) usage. 

(m) the usage variance analysed to show (a) mixture (6) yield- 

A standard mix of the compound required to produce an out¬ 
put of 20,000 square feet of tiles i # thick is as follows : 


Direct Materials 

A 

B 

C 

During December 1975, 
materials consumed were ! 

Direct Materials 


Quantity 
(kg) 
600 
• 400 
500 


Price per kg. 
(Rs.) 

090 
0 65 
040 


8 mixes were processed and actual 


Quantity Price per kg. 

(kg.) (Rs.) 

A 5,000 0 85 

B 2.900 0 60 

C 4.400 045 ‘ 

Actual production for December was 6,20.000 tiles. 

{C.A. Find Nov. 1976) 

Solution 

% 

One mix of 20,000 sq. ft. of tiles would produce 80,000 tiles : 

20.000 x 144 _ 80Qn0 
0X0 
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STANDARD COSTING 


Standard Quantity for actual output 


Standard 

Cost 


A 

B 

C 


Actual 

Cost 


A 

B 

C 


600 x 6.20.000 

80^00 " =4,65 ° kg ‘ 
400x6,20,000 

80,000 ‘=-3,100 kg, 

500x6,20,000 
80.0CU 

Standard Standard 

Quantity x p r i C c 

4.650 x Re. 0 90=Rs. 4,185 
3.100x Rc. 0 65=Rs. 2,015 
3,875 xRc. 0-40=Rs. 1.550 


=3,875 kg. 


Total 7,750 

Actual Actual 

Quantity Price 

5,000x Re. 085=Rs. 4.250 
2,900 x Re. 0 60=Rs. 1,740 
4.400x Re. 0 45-= Rs. 1,980 

Total 7,970 


Material Cost 
Variation 


Material Price 
Variance 

A 

B 

C 


Material Usage 
Variance 

A 

B 

C 


Material Mix 
Variance 

Revised Standard 
Quantity 

A: 

B; 

C: 


_ Standard _ Actual 

Cost Cost 

~Rs. 7,750-Rs. 7,970 
—Rs. 220 (Adverse) 

Actual / Standard Actual 

Quantity ^ Price ” Price 

5.000 x (0*90-G-85)=Rs. 250 (F) 
2.900x (0-65— 0 60)—’Rs. 145 (F) 
4,400 x (0 40—0 45)—Rs. 220 (A) 




Rs. 175 (F) 

Standard / Standard Actual ^ 

Price ^ Quantity Quantity ) 

Re. 0 90x (4,650— 5,000)=Rs. 315 (A) 

Re. 0 65x(3,100-2,900)=Rs. 130(F) 

Re. 0 40x (3.875- 4,400)-Rs. 210 ( A) 


Rs. 395 (Adverse) 


Standard 


Revised Standard _ Actual 
Quantity Quantity 


price ~ ( 

Total weight of actual mix 
“"Total weight of standard mix 
12,300 


) 


xStd. Qty. 


11,625 

12.300 
11,625 

12.300 


11,625 
Mix Variance for A 
B 
C 


x 4.650=4.920 
x 3,100=3.280 
x 3.875=4,100 

Re. 0.90x (4,900—5,000)=Rs. 72 ( A) 
Re. 0'65x (3,280—2,900)=Rs. 247 (F) 
Re. 0.43 x (4,100 —4,400)=Rs. 120 (A) 


RfL 55(F) 
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COST ACCOUNTING 


Material Yield 
Variance 


Standard Cost / Standard 

Per Unit ^ Yield 


Standard Cost 
per unit 
Standard Yield 
on actual input — 

.*. Yield Variance^ 


7,750 


6 . 20,000 


or Re. 0 125 


80,000 

1500 


x 12300 =6,56,000 tiles 


Re. 0 125 (6.56.000-6.20,000) 
Rs. 450 (Adverse). 


Actual 'v 
" Yield ) 


Problem 65 


The standard cost on ‘Material’ and ‘Labour’ for the making 
of a unit of a certain product are estimated as under: 

Material 80 kgs. at Rs. 150 per kg 

Labour 18 hours at Rs- 1*25 per hour. 

On completion of the production of a unit, it was found that 
75 kgs of material costing Rs. 1*75 has been consumed and that the 
time taken was 16 hours, the wage rate being Rs. 1‘50 per hour. 

You are required to (o) analyse material and labour variances 
and (6) indicate their significance. 

(B. Com . Delhi) 

Solution 


MATERIAL VARIANCES 
Material Cost Variance-Standard Cost-Actual Cost 

/Standard Standard\ /Actual Actual 
V Price * Quantity^ \ Price Quantity./ 
~(Rs. 1*50 x 80 kg.)—(Rs. 1*75x75 kg.) 

—Rs. 120—Rs. 131*25Rs. 11*25 (Adverse) 
Material Price_Actual /Standard Actual \ 

Variance "QuantityPrice "Price / 

=75 kg. x (Rs. I 50-Ri. 1*75) 

-Rs. 18*75 (Adverse) 

Material Usage Standard /Standard Actual 
Variance * Price x \Quantity Quantity/ 

-Rs. l*50x (80 kg.—75 kg.) 

—Rs. 7*50 (Favourable) 

Verification : 

Material Material Material 
Cost Price Usage 

Variance Variance Vajiance 

— Rs. 18*75 (A)+Rs. 7 50 (F) 

=Rs. 11*25 (Adverse) 

LABOUR VARIANCES 

Labour Cost Variance=Standard Cost—Actual Cost 
_ /Standard Standard _/Actual Actual \ 

V Rate x Time ) V, Rate x Time / 

=(Rs. 1 25x18 hrs,)x(Rs. 1*50x16 hrs ) 

—Rs. 22 50— Rs 24— Rs. 1*50 (Adverse) 

Labour Rate Actual /Standard_ Actual\ 

Variance — Time x v Rate " Rate ) 

— 16 hit. x (Rs. 1*25-1 50) 

— Rs. 4 (Adverse) 


STANDARD COSTING 
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Labour Time = Standard /Standard Actual\ 

Variance Rate x V Rate “ Time ) 

=Rs. 12S x (18 hrs. —16 hrs.) 

=Rs. 2*50 (Favourable) 

Verification : 

Labour_Labour, Labour 

Cost Rate Time ** 

' Variance Variance Variance 

=Rs. 4(A)+Rs. 2 5(F) 

“Rs. 1-50 (Adverse) 

If standards have been correctly set, usually material price and 
material usage variances, respectively, indicate about the efficiency 
of inefficiency of Purchase and Production Departments. Similarly 
labour rate and labour efficiency variances indicate, respectively, 
the efficiency or inefficiency of Recruitment and Production Depart¬ 
ments. In case these variances have been due to circumstances 
beyond their control, the Standards will have to be changed. 

Problem 67 

A factory specialises in the production of a single compo¬ 
nent for an imported equipment. The accounts for February 1979 
showed :— 

Rs. 

Materials used 1,000 units @ Rs. 5 20 5,200 

Labour for 1,000 hours @ Rs. 3 3,000 

Overheads for 1,000 hours @ Rs. 2 per hour 2,000 

10,200 


The output at the close of the month was 900 units of the 
component (completed) and 100 units for which materials were 
drawn fully but only 50% completed with reference to labour and 
overheads. 

Find out the average cost of completed units under each ele¬ 
ments of cost and in total. 

The standard cost of the product was : 

Rs. 

Material (single item) 5 

Labour 1 hour @ Rs. 3/- per hour 3 

Overheads for 1 hour @ Rs. 2/- per hour 2 

10 

Calculate the (») Material price variance ; and (it) Labour 
efficiency variance. 
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Solution 


COST OF COMPLETED UNITS 


Material for 1 unit @ Rs. 5 20 
Labour: 

1,000 hours have been spent for 900 units fully completed and 100 
units only 50% completed i.e. for 950 uuits. Hence for one unit 
• ! • 1.000 J _ a T T 


time spent is> 


i.e., 1 0526 Hrs. 


Cost of 1 0526 hrs. @ Rs. 3 per hour 

Overheads : 

Cost for 1’0526 hrs. @ Rs. 2 per hour 
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Overhead Volume Variance: 

“Recovered Overheads-Budgeted Overheads 
~Rs. 8,250—Rg. 8,400=Rs. 150 (Adverse) 

Overhead Efficiency Variance : 

“Recovered Overheads-Standard Overheads 
“ R i 8 ' 25 °~ Rs ' 9 - 000 =Rs. 750 (Adverse). 

quest ion,°rai be calculated « r under a f“ S Wh ‘ Ch have no,e been asked in the 

(0 Overhead Capacity /Standard Budgeted > 

Variance V Overhead Overheads ) 

■=Rs. 9,000—Rs. 8,400 
“Rs. 600 (Favourable) 

aDd effiCiCnCy Variance 691131 volum ' variance. 

(rt) Overhead cost /Recovered Actual \ 

variance Voverheads overheads ) 

“Rs. 8,250—Rs. 8,600=Rs. 350 

It is the total of expenditure and volume variances. 

Problem 69 

*■, r- —. 

Standard overhead rate : Rs. 3 per standard labour hour. 

1978 f ° ll0Wing 0perating data were ‘aken for November, 

In process at 1st November, 1978 : Nil 
Completed during the month : 1,000 units 

2 7m t r C ° St WaS ^ 32l0 °° at Rs 160 P er h°ur. 

A ,UU lbs * of material was issued at Rs. 190 per lb 
Actual overhead : Rs. 64,000. 

and Standard cost^of production for'No™ 6 "!, com P arin g Actual 
variances on material, labour and overh^ad^S*’ 1978 anal >' sin 8 

valued ^at standard"oostf 0 ^ 1 * 3 ° th November . .1978 may be 

(C. A. IrUtr) 



Solution 



10D units x 20 hours x Rs. 1*50 ptr hour x 50%«Rs. 1,500 
100 units x 20 hours x Rs. 3 per hour x 50%«=Rs. 3,000. 
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Anlysis of Variances 

( i) Material Cost Variance=Standard Cost—Actual Cost 
=Rs. 44,000—Rs. 39.900=Rs. 4,100 (Favourable). 

Price Variance=Actual quantity x (Standard Price—Actual Pricel 
=21,000 x(Rs. 2 00 Rs.—190)=Rs. 2,100 .Favourable). 

Usage Variance =»Standard Price x (Standard Quantity—Actual Ouantitvi 
=Rs. 2 OOx (22,000 —21,000)=Rs. 2,000 (Favourable). y) 


Usage Variance (Rs. 2,100+Rs. 2,000) 


Verification 

The total of Price Variance and 
equals to Cost Variance / e. t Rs. 4,100. 

(ti) Labour Cost Variance=Standard Cost—Actual Cost 
= Rs. 31,500—Rs. 32,000 =*Rs. 500 (Adverse). 

Lab ^ u ^® tc Variancc=ActuaI Timex (Standard Rate-Actual Ratel 

=20.000 hrs.x (R S . 1 50-Rs. l-60)=Rs. 2,000 (Adverse). “' 
^oour Efficiency=Standard Ratex (Standard Time-Actual Time) 

=Rs. l-50x (21,000 his.—20,000 hrs )=Rs. 1,500 (Favourable) 

Verification : 

Labour Cost Variance-Rate Variance* Efficiency Variance 
=Rs. 2.000 (A)+Rs. 1,500 (F)-Rs. 500 (Adverse) 

(im Overhead Cost Standard _ Actual 

v Vjrionc* Overheads* = Overheads 

— Standard • Standard hours 

R^tc per hour for actual production 
=Rs. 3 x 21,COO bours-Rs. 63,000. 

Overhead 
Cost 
Variance 

Overhead = /Standard Actual \ 

Expenditure V Rate x Hours ) 

Variance 

= Rs. 3'00 x 20,000 hours-Rs. 64,000=. Rs. 4,000 (Adverse). 
Ovethead Standard /Standard Rate Actual 


Variance 

•Standard 

Overheads 


=Rs. 63.000—Rs. 64,OCO=Rs. 1.000 (Adverse) 


Actual Variable 
Overheads. 


» Standard /Sfandard Rate Actual ^ 
Overheads per hour x hours ) 


Verification 


Efficiency 
Variance 

=Rs. 63,000—(Rs. 3 x 20,000 hrs ) 
“Rs. 63.000—Rs. 60.000 
n =Rs. 3,000—(Favourable) 


ances 


Overheads Cost Variance ^Expenditure Variance+Efficiency Variance 
— Rs. 4,000 (Adverse)+ Rs. 3,000 (Favourable) = Rs. 1,000 
(Adverse) 

Problem 70. 

Given the following particulars, analyse the labour vari- 


STANDARD 


Labour No. of persons 

Grade I 100 

Grade II 50 

Grade III 40 

„ , ACTUAL 

Grade I 80 

Grade II 60 

Grade III 50 

Actual Production 
Standard Production 


Rate 
Rs. 3 
Rs. 5 
Rs. 10 

Rs. 2 50 
Rs. 5 
Rs. 8 
190 units 
200 units 


Hours worked 
100 
100 
100 

120 

120 

120 
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Solatlon 


Standard 


Labour 

Hrs. 

Rate 

Amt. 

Grade I 

10,000 

3 

30,000 

Grade II 

5000 

5 

25,000 

Grade III 

4,000 

10 

40,000 

Total 

19,000 


95,000 


Actual 


Hrs. 


9,600 


7,200 


6,000 


Rate 


2-50 


8 


22,800 


Amt. 


24,000 


36,000 


48,000 


108,0C0 


Variance 


Cost 


for actual — 

output 

Standard Cost Rs. 95.000 „ 

per unit “ 200 ” Rs 475 

-Rs. 475x 190-1.08.000 
-Rs. 90,250—Rs. 1,08.000- 
—Rs. 17,750 (Adverse) 

2. Labour Rate Variance : 

-Actual Time x (Standard Actual 
V Rate Rate ) 

Grade I=120 x 80x(Rs. 3-Rs. 2-50)«Rs. 4,800 (F) 
Grade II=120 x 60x(Rs. 5-Rs. 5) = - 

Grade III-120 x 50x(Rs, 10-Rs. 8) - 12,000 (F> 

Rs. 16.800(F) 

3. Labour EfBcjence Variance : 

Standard time for actual output 

° rade * = ~ 'MOuniU X 190 <*““‘=9.500 hr,. 

Grade ~ 2 O 0 °umu X 190 “““‘=4.750 hrs. 

Grade III- - x 190 units=3.800 hrs. 

Labour Std. / 0 , . . . \ 

Efficiency “Rate x [ S,a “ dard Time-Actual Time) 
Variance 

Grade I=Rs. 3 x (9.500-9,600) 

=Rs. 300 (A) 

Grade lI=Rs. 5x (4.750-7,200) 

=Rs.12,250 (A) 

Grade III-Rs. lOx (3,800- 6,000) 

-Rj. 22,000 (A) 

Total-34.550 (Adverse) 
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4. Labour Mix Variance : 

Revised Std. Total Act ual Tim e 
Time 


a ~ — - 

= Total Standard Time 


• x Std. Time 


Grade 1 = * 10.000 


19,000 
c= 12,000 hrs. 


Grade II 


22.800 


Grade 111 


Labour Mix 
Variance 


19.000 
= 6,000 hrs. 
22.800 


5.000 


' 19.000 
,4.800 hrs. 
Std. ( 


x 4.000 


Revised 


Rate H Std. Time 


Actual A 
Time ) 


5. 


Revised Standard\ 
Time / 


Grade I-Rs. 3x (12,000-9.600) 

=Rs. 7.200 (Favourable) 

Grade H=Rs 5 x (6.000-7.200) 

«Rs. 6,0t0 (Adverse) 

Grade IIl=Rs, 10 x (4.800-6.000) 

-Rs. 12,000 (Adverse) 

Total-10.800 (Adverse) 

Revised Labour Efficiency Variance : 

Standard / Standard Time 

* Rate x \for Actual Output 

Grade I-Rs. 3x (9.500-12.000) 

»Rs. 7.400 (Adverse) 

Grade II-Rs. 5 x (4 750-6.000) 

= Rs. 6.250 (Adverse) 

Grade III-Rs. 10x (3,800 - 4.800) 

= Rs. 10,000 (Adverse) 

Total-7,500; A)+Rs. 6,250 (A) + Rs. 10,000 (A) 

-23,750 (Adverse). 

Revised labour efficiency variance will be equal to yield variance co 
lated on the basis of output. 

Total Standard hours 

Total Actual hours units 

Standard Output 200 un s 

Actual Output 190 un,lS 

Standard output for actual hours therefore should be 

/ 200 

V 19.< 

6. Yield Variance : 


.000 


x 22.800^=240 Units 


Labour Cost 
Variance 


Standard /'Actual _Standard\ 
= Cost x VOutput Output ) 
— Rs. 475 x( 190 - 240) 

=23,750 ( Adverse) 

Verification 

Lrbour Efficiency .Labour Rate 
= Variance ^ Variance 

:Rs. 34,550 (A)+Rs- 16.800 (F) 

-Rs. 17,750 (Adverse) 
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OR 

=Mix Variance+Revised Efficiency 
or Yield Variance+Labour Rate Variance 
= Rs- 10,800 (A)+23,750)A) + Rs. 16,860 (F) 

= 17,750 (Adverse) 

Problem 71.* 

X Y Z forecasts its overhead expenditure for a period as 
under: 

Rs. 30.000 for 10.000 hours 
Rs. 27.500 for 9.000 hours 
Rs. 25,C00for 8,000 hours 

The normal volume of activity is 10,000 hours. During a 
period 8,750 hours were utilised for a total overhead expenditure of 
Rs. 28,750 of which fixed overheads totalled Rs. 5,250. 

The standard utilization of labour hours should have been 
less by 5%. 

How will you analyse the overhead variances ? 

I I.C.W.A. Final) 

Solution 

Estimated overhead expenditure for 10,000 hours 
Estimated overhead expenditure for 9,000 hours 


Estimated overhead expenditure for additional 1,000 hours 
Estimated variable overhead expenditure per hour«Rs. 2 5 

Estimated overhead expenditure for 8,000 hour* 

Less : Variable overhead expenditure for 8,000 hours @ Rs. 2-5 


Fixed overheads 

Estimated Rate of Recovery of fixed overheads for 10,000 hours 

(the normal aciivity)-»^-^^?= Re. 0*50 per hour 

Actual variable overheads*Rs. 28,750-Rs. 5,250=Rs. 23,500 
Standard Standard Overhead Standard hours 

Variable overhead ~ rate per hour x for 

on actual production actual production 

= Rs. 2 00x8.312 50 hrs. 

= Rs. 20.781-75 

Standard Actual 

Variable Overhead _ Variable Overheads Variable 
Variance 'on actual production - Overheads 

=Rs.20.781 • 25—Rs, 23,500 
= Rs. 2,718 75 (Adverse) 

Fixed Overhead Variances : 

Standard Rate Standard hours for 
Recovered Overheads* per hour x actual production 

= Rs. 0-50 x 8512 50 hrs. 

=Rs. 4,156 25 


Rs. 

30,000 

27,500 


2,500 


Rs. 

25,000 

20,000 


5.000 
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Standard Actual 

- OWb “ d> “ro P »r 8 i=T4,375 

Recovered __ Actual 
•* Overheads Overheads 
-R,. 5,000- Rs. 5,250=Ra. 250 (Adverse) 

Recovered _ Budgeted 

Volume variance can be“gw 
(a) Bflkiency 

Variance 


(0 ExpCQd*t ur0 

Varianoo 

(tf) Volume 
Variance 


(fr) Capacity 

Variance 


I - 

Recovered Standard 
*” Overheads Overheads 

. 2 «**-*•»•■» (AdVe ” e) 
Standard Budgeted 
“Overhead! 'Overheads 

„Rs. 4,375—Rs. 5.000 
-Rs. 625 (Adverse) 

nr^d-ss-o.:: 1 * 

V,r ‘ -Rs. 4,156'I6—Rs. 5.250 

„Ra. 1,093-75 (Adverse) 

-Rs. 250(A)+Rs 483-75 (A) 

«Rs. 1.093 75 (Adverse). 

The following information 
month of April 1977 of a produetton department 

ing company : Overhead 

Actual 

Rs. 
5.200 
840 
5.690 
3.700 

1M30 


5,960 

2,140 

1,530 

3,820 

2,580 

16,030 

31.460 



Budgeted 

Fixed: 

Rs. 

Rent and rates 
insurance 

Supervision .. _ 

Depreciation of machinery 

5,200 

800 

5,600 

3,700 


15.300 

Variable: 

Indirect labour 

Consumable supplies 
Maintenance 

Fuel 

Power & I'ght 

7,020 

2.340 

1,980 

4.860 

2.700 


78.900 

X Total 

34.200 
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1077 The bud 8 ete<i hours were 18,000 per month, but during April 
19/7 actual hours worked were 15,200 and -the value in standard 
nours of actual output was 16,200. 

You are required for the month of April 1977, to calculate : 

(а) Standard fixed overhead rate per hour ; 

(б) standard variable overhead rate per hour ; 

(c) total overhead variance ; 

( d) fixed overhead variance divided into— 

(*) efficiency variance 
(»*) capacity variance 
(m) price variance. 

(O.A. Final May 1977) 

Solution 


Standard fixed Budgeted Fixed overhead 

overhead rate per hour " Budgeted hours 

Rs. 15,300 

- 183556 "’ 

-Re. 0 85. 

Standard Variable Budgeted Variable overhead 

overhead rate per hour ^ Budgeted hours 

Ks. 18,900 
“ 18,000 
-Rs. 1 05 

Total Overhead Variance 

—Recovered Overheads—Actual Overheads 
-Rs. 30,780—Rs. 31,460 
—Rs. 680 (Adverse) 

Recovered Overheads—Standard Rate per hourx Std. hours for actual 


Fixed Overhead 
Efficiency variance 
Standard 
overheads 


Recovered 

overheads 


Efficiency 

Variance 

Fixed overhead 
Capacity Variance 


-Rs. 1-90 or (Re. 0-85+Rs. 105)x 16J00 
-Rs. 30,780. 

Recovered Standard 
'overheads overheads 
Standard Rate Actual 
per hour x hours 

=Rs. 0-85x15,200 
-Rs. 12,920. 

= Standard Rate Std. hours for 
per boor x actual output 
-Re. 0 85x 16,200 
=Rs. 13,770 

=Rs. 13,770—Rs. 12,920 

-Rs. 850 (Favourable) 

Standard __ Budgeted 
* Overheads overheads 

-Rs. 12.920-Rs. 15,300 
=Rs. 2,380 (Adverse) 
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Fixed overhead 

Volume 

Variance 


Fixed overhead 
Expenditure Variance 


Fixed overhead 
Cost Variance 


Verification : 
Overhead Cost 
Variance 


Problem 73* 


Recovered Budgeted 
“overheads “'overheads 
-Rs. 13,770-Rs. 15,300 
=Rs, 2,530 (Adverse) 

Budgeted Actual 

“overheads - overheads 

-Rs. 15.300—Rs. 15,430 
—Rs. 130 (Adverse) 

Recovered Actual 
“overheads overheads 
-Rs. 13,770—Rs. 15,430 
—Rs. 1,660 (Adverse) 

Expenditure Efficiency Capacity 
“Variance + Variance Variance 

-Rs. 130 (A)-f Rs. 850 (F)+Rs. 2.380 (A) 
—Rs. 1,660 (Adverse). 


A company manufactures two standard products, 
fications of which are as follows : 


Standard Cost 
Direct materials 

Direct wages 
Overhead 

Selling price per unit 


Product A 

4 lbs. of X@62*P. per lb. 
6 lbs. of Y @ 66| P. per lb. 
2 hrs. @ 25 P. per hour 
200 % of direct wages 

Rs. 9 


the speci- 

Product B 

2 lbs. of X 

3 lbs. of Y 
1 hour 
200 % 

Rs. 5 


The actual results during the month were : 

Sales of 32,000 units of product A, and 15,000 units of pro¬ 
duct B, against a sales budget of Rs. 4,00,000. 

Purchases of 2.40,000 lbs. of X, and 1,35,000 lbs. of P, at an 
actual cost Rs. 2,41,150. 

Materials (in addition to standard materials) issued were 
800 lbs. of X and 600 lbs. of F. 

Actual wages paid were Rs. 21,480. 

Production was 36,000 units of product A and 12,000, units 
of Product B, with 83,000 actual man hours worked. Actual 
overheads incurred were Rs. 40,400 against a budget of Rs. 40,000. 

You are required to calculate and show the following vari¬ 
ances : 

(f) Sales value, (is) Materials price, (iii) Materials usage, (w) 
Wages rate, (v) Labour efficiency, (vi) Overhead expenditure, (trii) 
Overhead efficiency. 


Solution 

(0 Sales Value Variance : 
Actual Sales Value 
A 32,000 units sold 
B 15,000 units sold 


Rs. 9 per unit 
Rs. 5 per unit 


Rs. 

2,88,000 

75,000 


Total Actual Sales Rs. 


3.63.000 
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Variance«= BudgetedSales—Actual Sales 

=Rs. 4,00,000—Rs. 3,63,000=Rs. 37,000 (Adverse) 

( U ) Material Price Actual /Standard Actual's 
Variance = Quantity x V. Price "Price ) 

_( Actual Standard's / Actual Actual 
= (.Quantity Price ) V Quantity* Priced 

Actual Qty.x Actual Price=Rs. 2,41,250 (given) 

Actual quantity x Standard Price : 
for X 2,40,000x62* P.=Rs. 1,50.000 
for Y 1,35,000x661 P.=Rs. 90,000 


Rs. 2,40,000 

Price Variance=Rs. 2,40,000-Rs. 2,41,150 
— Rs. l,I50.(Adveise) 


(Hi) Material 
Usage 
> ariance 
For AT: 

For Y: 


^Standard x /Standaid__ Actual \ 
Price (.Quantity Quantity,/ 

=62* P. x 800 lbs. = Rs. 500 (A) 

= 66* P.x 60oTbs.=Rs. 400 ( A ) 

ks. 900(A)* 


*Since the materials issued are in 'addition to standard materials, the 
variance is an adverse one, 

(/v) Wage Rate^ Actual y /Standard_ Actual 

Variance Time V. Rate Rate / 

Actual __ Actual Wages Rs. 21,480 

Rate Actual Time 83.000 hrs. 


Rate 

Variance 

(*) Labour 
Efficiency 
Variance 


-83.000 hrs. x (r S . 0 25- 

=Rs. 20,750—Rs. 21.480=Rs. 730 (Adverse) 
^Standard x /Standard _Actual\ 

Rate ^ Time Time / 


Standard Time for A : 36,000 Units x 2 hrs.=72,000 hrs. 
.. B : 12,000 Units x 1 hr. =12,000 hrs. 


Total Standard Time 


84,000 hrs. 


Efficiency =Re. 0 25x(84.000 his.-83,000 hrs.) 
Variance 

=Rs. 250 (Favourable) 

(v/) Overhead d Budgeted __ Actual 
Expenditure Overheads Overheads 
Variance 

=Ra. 40,000—Rs. 40,400 
—Rs. 400 (Adverse) 

(Wi) Overhead ^ Recovered _ Standard 
Efficiency "Overheads* Overheads** 

Variance 

•Recovered^ Standard x Standard hours for 
Overhead Rete per hour actual production 
=Rs. 0-50 x 84,000 hrs=Rs. 42,000. 
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••Standard — Standard Actual 
Overheads Rate per hour X hours 

M . -0-50 x 83,000 hrs,=Rs. 41,500 

. . Efficiency =Rs, 42,100-Rs. 41,500 
Variance 

=Rs. 500 (Favourable) 

Problem 74* 


For a month, the budgeted and actual figures for the sales are 
as under : 


Products 

1 

II 

III 

IV 


Quantity 

20 

10 

5 

10 


Budget 

Price 

Rs. 

2 

1 

3 

3 50 


Value 

Quantity 

Actual 

Price 

Value 

Rs. 

Rs. 

Rs. 

40 

15 

2 

30 

10 

IS 

1*50 

2250 

15 

10 

2*50 

25 

35 

10 

3 

30 

lob 



Torso 


——y-.-.v ***v »ai ianv.es . 

(а) With reference to turnover, 

(б) With reference to profits, if the budgeted cost for differrent 
products are : 

I Rs. 1-50 

II Re. 0 80 

III Rs. 2 00 

IV Rs. 3 00 

Solution 


Products 

Standard Sales 

Revised Standard Sales 

Quantity 

Price 

Rs. 

Value 

Rs. 

Ratio 

Value 

Rs. 

I 

15 

2 

30 

40% 

44 

11 

15 

1 

15 

10% 

11 

III 

10 

3 

30 

15% 

16-50 

IV 

10 

3 50 

35 

35% 

38 50 


no 110 00 


(n) With reference to turnover : 

(/) Sales Value Variance Budgeted Sales—Actual Sales 



Rs. 


Rs. 

1 

40-30 

9 

10 (A) 

II 

10-22-50 

a 

12 50 (F) 

III 

15-25 

9 

10 (F) 

IV 

35-30 

“ 

5 (A) 

Rs. 7-50 (F) 

(//) Price variance= 

• Standard Sales—Actual Sales 
Rs. 

Rs. 

I 

30—30 

9 

— 

II 

15-22-50 

=3 

7 50 (F) 

III 

30—25 

= 

5 (A) 

IV 

35-30 

= 

5 (A) 

Rs. 2 50 (A) 
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(tU) Volume Variance «= Budgeted Sates—Standard Sales 



Rs. 


Rs. 

I 

45—30 

=3 

10 

II 

10—15 

— 

5 

III 

15-30 

«- 

15 

IV 

35—35 




Rs. 10 


(iv) Quantity Variance^Budgeted Sales—Revised Standard Sales 

_ Rs. Rs. 

I 40—44 = Rs. 4 (F) 

n JO-ll - Rs. T (F) 

U* . 15—16 50 = Rs. 150 (F) 

IV 35—38-50 = Rs. 3 50 (F) 

Rs. To” (F) 

(v) Mix Variance**Revised Standard Sates—Standard Sales 

, Rs- ' Rs. 

.} 44 - 30 - 14 (A) 

“ H-IS - 4 (P) 

15-50-30 _ 14 JO (F) 

IV 38 50- 35 - 3 50 >A) 


Verification 

Volume Variance =>Quantity Variance-f Mix Variance 
Value Variance —Price Variance+Volume Variance 
(6) With reference to profits : 


Products 

I 

II 

III 

IV 

Budgeted 

Rs. 

10 

2 

5 

5 

Actual 

Rs. 

7-50 

10 50 

5 

Standard 

Rs. 

7 50 

3 00 

10 

5 

Revised Standard 
Rs. 

11 

220 

5 50 

5 50 


22 

23 00 

25 50 

2020 


1 

11 

III 

IV 

Budgeted Profit 

per unit 

Rs. 0*50 

0 20 

100 

0 50 

Actual Profit 

per unit 

Rs. 0 50 

0 70 

0 50 

— 


Total Budgeted Profit =*Budgeted Profit per Unit x Budgeted quantity 
Total Actual Profit —Actual Profit per unit x Actual quantity 
Standard Profit —Budgeted Profit per Unit x Actual quantity 

Revised Standard Profit-Revised Standard Salesx pj^ 

e.g. for I Product=Rs. 44 x —^ -=Rs. 11 and so on. 

Re. Z 

(0 Value Variance**Budgeted Profit—Actual Profit 

I II III IV 

-(Rs. 10-Rs. 7-50)+(Rs. 2-Rs. 1050)+(Rs. 5-Rs. 5)+(Rs. 5-Nil) 
-Rs. 2-50(A)+Rs 850(F)+Nil+Rs. 5(A)-Re. 1 00 (F) 
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(U) Price Variance**Standard Profit—Actual Profit jy 

=(Rs. 7*50—Rs. 7*50)+(R^3 00-Rs. 10 50)+(Rs. 10-rRa. 5)+(Rs- 5-Nil) 
=Nil+Rs. 7*50 (F)+Rs. 5 (A)+Rs. 5 (A)-Rs. 2*50 (A) 

{id) Volume Variance**Budgeted Profit—Standard Profit jy 

=(R3. 10— Rs. 7 50)+(Rs. 2-Rs. 3)+(Rs. 5-Rs. S-Rs 51 

-Rs. 2 50 (A)+Re. 1 00 (F)+Rs. 5 (F)+Nil-BJ. 3 S0 (F) 

(W Quantity Variance—Budget Profit—Revised Standard Profit ^ 

-(Rs. 10-Rs. ll)+(Rs. 2—Rs. 2 20)+(Rs. 5 -^ 5_50)+(R« ; 5-^»- 5 
-Rc. 1 (F)+Re. 0-20 (F)+Re. 0*50 (F)-HRe 0 50 (F)-fU. 2 20 


Verification 

Volume Variance—Quantity Variance+Mix Variance 


(F)+Rs. 1*30 (F) 

(Favourable) 


— Rs. 3 50 (Favourable) 

Ktf/ue Variance —Price Variance-{-Volume Variance 
-Rs. 2-50 (A)+Rs. 3 50 (E) 

—Re. 100 (Favourable) . c 

MARGINAL COSTING AND BREAK-EVEN ANALYSIS 
Problem 75 ■ 

Calculate from the following data (•) the value of the 
at which the business breaks-even and («) the percentage o P 
at which it breaks-even t _ _ ____ p«*imated shut 


Direct wages 
Direct materials 
Works expenses 

Selling and Distribution expenses 
Administration expenses 
Net Sales 


Budget for year Erttoattidl .but 

1979 based on down expenu* 

1 00% capacity ture 

RS. 

2,09.964 

2»44r?52 . o* 


1.81.820 

61.188 

30.000 

8.40.000 


93.528 

40.188 

20,508 

10. A. Final) 


Solution 

(a) 'Break-even Analysis for 1979 : 

BUDGET AT 100% CAPJ 
Total 


Direct materials 
Direct wages 
Works Expenses 
Administration Expenses 
Selling and Distribution 
Expenses 


Rs. 

2,44,552 

2.09.964 

1.81.820 

30.000 

61,188 

7^27,524 

1.12.476 


1 

T5 

;! 

Variable 

down) 

Expenses 

expenses 

Rs. 

Rs. 

2.44,532 


2.09,964 

93^528 

20.508 

88,292 
.. 9.492 

40.188 

21.000 

1,54,224 

3.73.300 


8.40.000 


Profit 

Sales 
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(/) P/V Butina Contribution 

Sales x 1W} 

M 1,12,476+1,54.2 24 1A _ 

I S740.000 x 100 
=31-75%. 

Sales at R p p ~ Pj* ed Expenses 

WV Ratio— 

. 1.54,224 fAA 

-31*75 * x 100 

~Rs. 4.85,776. 

(«) Percentage of capacity at which business breaks 

*.*5,77 6 
“s+tTSbo X 100 
■=57-83%. 

Problem 76 




follow!: 6 budge,ed sa,es of ,hre « product, of a company are a. 


■ IVUUVII 


Budget «eUjng D pr!ce*per unit, 10,0 °5 tS -°°° 20 -^ 00 

Budget variable co,t per unit 2 5 t ,5 

Budget fixed expense, (total) 1U. 12.000 9.000 

following” rlcS°p V r e od l u f ctT a,i0n V ° U reqUired '° «“P““ **>« 
(?) Jhe budgeted profit. 

Th« budgeted break even sales. 

{c) The budgeted margin of safety in terms of sales value. 

‘ Solution (C A ' InUr NoV • ’™) 


(a) Statement of Budgeted Profit 


Products 


Units 

X 

10.000 

r 

15,000 

20,000 

ioiai 

45,000 

Sales @ In¬ 
variable Cost 

Rs. 

40.000 

25.000 

Rs. 

60,000 

45,000 

Rs 

80.000 

70,000 

Rs. 

1,80.000 

1,40,000 

contribution 

Fixed Expenses 

15,000 

12,000 

15,000 

9,000 

10,000 

7.500 

40,000 

28,500 


3.000 

6,000 

2,500 

11,500 

(a) Break even Sales : 





P/V R«ti„ Contribution 

Sales 

x 100 




Break-even point (in sale, value) % 

25% 

125% 

22-2% 

Fwted Expenses 

2 2 AAA 

36,000 

, 


*'/V Ratio 

32,000 

60,000 

1,28,250 

(c) Margin of Safety 




(In tales value) 

8,000 

24.C00 

20.0CO 

31,750 



876 


marginal costing and break even analysis 

Problem 77 

follow^ ° P ^ ra ' ing ***t«nent« Of Bboop Go. Ltd., exhibited the 
loUowmg results for the month of June, 19>9 : 

VS a 


_ Net Sales 

Less : 


Rs. 

1,00.000 

Cost of Goods sold 


60,000 

Uu; OiOMProft 


40,000 

Distribution Cost 
Administrative Cost 

Rs. 

20,000 

10,000 

30,000 


Net Profit 


10,000 


aa follows brea kdown tb « various costs into fixed and variable is 

Fixed Variable 

Cost o f goods sold 20.000 40,000 

aa!l f ^ , . l0nc0 * t 15,000 5.000 

Administrative cost 10,000 _ 

Jke above information, ascertain : 

m wu at Was the break -even point for June, 1979. 

r . ma ^ tbe effect on profit if variable expenses 

came to be 50% of tlie sales. 

by io%? What W ° uld be the effect on profil if sa,es incre * sed 


Solution 

Sales 


Cost of Goods sold 
Distribution Cost 
Administrative Cost 


Fixed Costs 
Rs. 

20,000 

15,000 

10,000 


Variable Costs 
Rs. 

40,000 

5,000 


Rs. 

1,00,000 


45,000 


45,000 


Total Costs 
Profit 


90,000 

10,000 


(a) Break-even point 

Sales— Variable Costs 


Rs.45,0Q0xRs. 1,00,000 

Rs. 1,00,000x Rs. 45,000" KS ‘ 1S - 

be as folfoJ? *** 0 Variab,c 00518 m 3°% of sa,cs » * Rs- 50,000, the effoct wM 

Profit «= Sales—Variable Costs-Fixed Costs 

=>Rs. 1,00,000-Rs, 50,000—Rs. 45,000 
=Rs. 5,000 

t ^ ni Profit shall be reduced by Rs. 5,000, as the fixed costs shall remain cons- 

V 1 ^ Sc f a , 1 r^L c i p crcased by 10% i.e. by Rs. 10,000 on Rs. 1,00,000, 
aggregating to Rs. 1,10.000, the effect will be as follows : 
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Variable costa will be( 1,10.000x ^)=Rs. 49.500 

Profit—»Sala—Variable Coats—Fixed Costs 

—Ra. 1.10.000-iU. 49,500 —Rs. 45.000 
-Ra. i5.5oo. •• fc ' 

The Profit-will thus, increase by R*. 5.500. . ' •. • 

Problem 78 

Ambitious Enterprises is currently working at <5U% capacity 
and produces 10,000 units.' * . 

At 60% working, raw material cost increases by 2% and 
selling price falls by 2 per cent. At 80 per cent working, raw material 
cost increases by 5 per cent and selling price falls by 5 per cent. 

At 50% capacity working, the product costs Rs. 180 per unit 
and is sold at Rs. 200 per unit. 

The unit cost of Rs. 180 is madejup as follows : 


Material 100 *• 

Wages 30 • 

Factory Overheads 30 (40% h**d) 

Administration Overheads 20 00% fixed) 

Prepare a marginal cost\sfcatement showing the estimated profit 
of the business when it is operated at 60% and 80% capacity. 

<B. Cam. {Hone) Delhi 1079} 

Solution -_ 

MARGINAL COST STATEMENT 



• 60% Capacity 

80% Capacity 

Output 12,000 

Ourputl6,000 . 

Units 

- • Units 


Material 

Wages 

Variable Factory Overheads 
Variable A dm. Overheads 


Total Marginal Cost (0. 


Sales 00 


Contribution (itf) 


Fixed Factory Overheads 
Fixed Adm. Overheads 


Fixed Costs (/v) 


Net Profit («0-(/v) 



23,52.000 


4.32.000 


1 , 20.000 


10 >7,20,000 7-30 

8-23 1.00.000 6-25 


13-75 


2,12400 1*23 
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Working Notes 


(0 Xu™:** capaci,y 

Rs. 

100 

2 

Materials cost per unit at 60% Capacity 

102 

(/ ° 58K7i al at 5°% Opacity 

A ddS% at 80% Capacity 

100 

5 

Material cost per unit at 80% Capacity 

105 

(HI) Selling Price per unit at 50% Capacity 

2% at 60% Capacity 

200 

4 

Selling Price at'60% Capacity 

196 

(/v) Selling Price per unit at 50% Capacity 

Less 5% at 80% Capacity 

200 

10 

Selling Price at 90% Capacity 

190 

W FiX « «5/'?- ry °™ rheada P« “it 
at 50% Capacity 

Less Fixed Factory overheads 

30 

12 

Variable factory overheads per unit 

18 

Total Fixed Factory overheads 

( a n 12 * 10 >°°0) 

{vi) Fixed Administration overheads 

Administration overheads per unit 

Less Fixed Administration overheads per unit 

1,20,000 

20 

10 

Variable Administration overheads per unit 

10 


Total Fixed Administration overheads 

prober ,o ' ooo) ' 

produaT , , 1 £ c ? s, r recor< ?* of a company, for a specific period, for 

The second C0 i„^ 0rmatl l ? n . g,ven i n . the & TS } column is extracted. 

lection of an * mn Can Ignore< ^ since it is only one of the pro¬ 
jection of an assistant accountant ; but it may be useful to you : 


Sales, in Units 

MgA's,"- 


This period, 
actuals 
10.000 
( 10 , 000 ) 
30.000 
8 


One of the future 
projections 
20,000 


20,000 

Fixed CosTm Rj*'* ' 10,000 

Variable Cost, per Unit. Rs. ’^g 30 -°°<J 

ed sal^vohTme^ ®f S ' CO,Uran ’ determine. *,) What increase 

cost Re 0-50 Ttr „ni, q , - d X." a , n attractive packaging 

to yield zero P ™fiTjTr' the e * is,in 5 sales P ri <=« 

the Dresent XJtl? • What mcreased sales volume is required, at 
Rs *5 000 * r 1 .u P1Ce ' -° cover an additional publicity expense of 
£ ' wL , f ° r that period, while yielding a profit of Rs 5 000 ? 

4^ wh i r r T ed S3l l S VO ' Ume is to reach a profit of R, 

4,000, while reducing the selling price by 3% per unit ? 


yC.A. Find) 
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Solution 


Exist log Cost'Structure 
Variable Cost £ 5 - 80,000 

[£ dCosl feSffB • 

Sales Rs. 1,00,000 
.. Rs. 1,00,000 - 

Selling price per unit-- \o,000 10 

Contribution per unit-Selling Price-Variable Cost 

«=Rs, 10—Rs. 8 

—Rs. 2 

(a) Break-even point if extra packaging cost is incurred : 

Variable cost would be Rs. 8 +Re 0 50 /.*., Rs. 8 50 and contribution per 
unit would now be Rs. 1-50. 

Fixed Cost 


B.E.P.- 


Contribution per unit 
Rs. 30.000 

F35 


-20.000 Units. 

(b) New Fixed Costs-Rs. 30,000+Rs. 5,000-Rs. 35,000. 

Sales (in Units) Contr j bul i on per unit 

Rs. 35.000-f Rs. 5.000 • 

“ Rs. 2 

— 20,000 units. 

(c) New sales price Rs. 9*70 

New contribution per unit—Rs. 9 70—Rs. 8—Rs. 1.70 
Rs. 30,000 + Rs. 4.000 
Rs. 1 70 
—20,000 units. 


Sales (in Units)- 


Problem 80. 

Mohan Manufacturing Company produces 10,000 units per 
annum by employing 50% of the factory capacity.. The selling price 
per unit is Rs. 5 and the total costs are : 



Rs. 

Material 

10,000 

Wages 

20,000 

Fixed Overhead 

10.0C0 

Variable Overhead 

4,000 


Rs. 44.000 


Variable overhead maintains a constant ratio to the number of 
units produced. The company accepts an order for an additional 
10,000 units at a selling price of Rs. 3 875 each. 

The increased volume of purchases reduces the material 
prices by 2|%, wages rates remain constant, but due to employment 
of new workers there is a drop in labour efficiency of 5% on all 
production. 
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Prepare a statement showing the variation of net profits result¬ 
ing from the acceptance of the order. 

Solution 


PROFIT STATEMENT 


Production 

20,000 units 
T . , 10.000 units 

Therefore, extra Profit from 10,000 
additional units 


Net Profit 
Rs. 

9.250 
6,000 

3.250 


Working Notes 

The cost structure of the product manufactured by Mohan Manufactures 
Co. is as follows : 



Rs. 

Rs. 

Materials 

10.000 


Wages 

20,000 


Variable Overhead 

4,000 


Marginal Cost 


34,roo 

Contribution 


16,000* 


Sales of 10,000 units @ Rs. 5. 50,000 


•Contribution has been calculated by deducting the marginal cost from 
the sales value 

Net Profit-Contribution - Fixed expenses 

-Rs. 16,000—Rs. 10.000-Rs. 6,000. 

When an additional order of 10,000 units has been booked by the com¬ 
pany at Rs. 3 875 the total sales figure will be : 

10.000 x Rs. 5 - Rs. 50.000 

10,000x Rs. 3 875 - Rs. 38,750 

Rs. 88,750 


The new variable expenses are as follows : 

Materials : R*. 20,000 less 2*% 

Wages : Rs. 40,000-1-5% due to fall of efficiency 

Variable Overhead 

Total variable expenses 

Contribution-Rs. 88.750 —Rs. 69.500—Rs. 19.250 
Profit-Rs. 19.250-Rs. 10.000-Rs. 9.250 

Increase in net profit due to booking the extra order = Rs. 9,250 —Rs. 6,000 
*=R$. 3,250. 

Problem 81* 

A company making and marketing a single product contem¬ 
plates expansion of output. With the existing type of factory 
equipment the variable cost of Rs. 200 per unit of output is prac¬ 
tically constant from l,00u to 8,000 units but more equipment 
than at present will be required if output in excess of 3,000 units 
annually is produced. This expansion of equipment would increase 
total annual fixed costs from Rs. 9,00,000 to Rs. 12,00,000. 

You are asked to provide the management with a graph 
from which profit or loss for any level of sales can be determined. 


Rs. 

19.500 

42,000 

8,000 


69,500 
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The following figures should be used to plot'the sales curve 
Units of output Selling Price per unit 



Rs. 

1,500 

1,000 

2.000 

950 

2.500 

900 

3,000 

850 

4,000 

760 

5.000 

700 

6.000 

600 

7,000 

500 

8,000 

400 


Read from the graph the output figure at which the sales 
curve overtakes total costs and the output figure at which profit 
is at its maximum. 


Solution 


Break-even chart can be prepared with the help of the follow- 


gures : 
Units 

Sales 

Va riable Costs 

Total Cost 

1,500 

(000 Rs.) 
1,500 

(000 Rs.) 

300 

(000 Rs.) 
1,200 

2.000 

1,900 

400 

1,300 

2,500 

2.250 

500 

1,400 

3,000 

4.000 

2,550 

600 

1,500 

3,040 

800 

2.000 

5.000 

3.500 

1,000 

2,200 

6.COO 

3,600 

1,200 

2.400 

7.000 

3,500 

1.400 

2 600 

8,000 

3,200 

1,600 

2,800 


(Salcs inThousand Rs.) 
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units. 

S?X*^PPO*nted •^sSSSJTTSSi of 

!®uawr ^ 

MOTth (0~S.) (^.bousandRs- 

Janaary 325 Profit 15 

February 3*0 Profit 25 

March 3S0 Profit 25 

" April *» Profit 40 

M* y Profit 50 

June 12 Profit 50 

*" ly ... 440 Profit IX 

Aogmt ~ Profit 10 

September 315 5 

October 2SJJ Lo*s 10 

November M0 ^ 20 

U^ng'graphical method determine the break-even point. Wh*» 
other information may be derived from your graph l 

Solution . 

Break-even Point=Rs. 3,00,000. 
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Problem 43 

Cost reduction is to be pursued by a company which seeks to 
improve its competitive pricing position by increased output from 
OLuting plant. Present profit be/ore tax is 15% of sales value and 
**'<> ol t " e value of capital employed. Other Working ratios are : 

0 Qros mar ghi 35%, margin of safety 43% and capital turnover 
*• lhe actual figures for the year are as follows : — 


Its. 

Total sales value 12i».O0O 

Variable costs 7>0,000 

Fixed costs 2.40,000 

Capital employed 60,000 

Break-even point 6,64,000 


The proposal is to reduce sales price by 10% and add 20% 
to (he output. No change in fixed costs is Expected. Cost reduction 
is estimated to amount to Ri. 42,000. 

Tabulate existing and expected figures including comparative 
ratios. State briefly whether you fiavoor /he proposals. 

Solution 


Total sales value 
Variable cost 

Present Position 

Rs. 

12.00,000 

7,80,000 

Contribution 

Fixed costs 


4,20,000 

2,40,000 

Net Profit . 


1,80,000 

Total sales value 
+20% 

Proposed Scheme 

1 

Rs 

12,00,000 

2.40.000 


Less 10% 

14,40,000 

1,44,000 



12,96,000 

Variable costs 

Add 20% 

Rs. 

7,80.000 
1 >6,000 

Less CoM reduction 

9.36.qoo 

42,000 


Rs. 6,94,000 


Contribution =>Rs. 12,96,600-Rs. 8,94,4tO=Rs. 4,02,000 
Fixed Costs c=Rs. 2,40,000 


Net Profit Rs, 1,62.000 
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£1) Present: Break-even P° ipt ° 4^ t ^ x 100=57% of Sales 
* -Under proposed scheme : 

Break-even point “<65^ x 100 “ 60% ° f Sale> 

(2) Marginal oi Safety - present 43% 

—binder proposed scheme 40% 

(3) Capital turnover ratio—present 2 

proposed 216 

(4) Profit expressed as % of Capital—present 30% 

proposed Z/% 

(5) Gross Margin—present 35%, proposed 31% 

(6) Profit expressed as percentage of sales— 

present 19% 

proposed 12-5%. 


It is evident from the above figures that the proposed scheme 
is not desirable. Though one ratio i.e. the capital turnover 
improved a little, it canopt be said to be significant because it i i at 
the expense of price reduction of Ri. 1,44,000 in contrast ter the 
cost reduction of only Rs. 42,000. 





iCkJA ) t’Jgb ) i f ) 7 ¥'‘') 

(Jn/V'C./'s.f'j cj~ Kj\<,bnr\i)r 




Index 


A 

ABC analysis—Stores control, 93 
Abnormal effectives, 348 
Abnormal process loss, 346 
Absorption costing, 31 
Absorption of Overheads, 196 
Factory, 208 

hourly rates methods, 210 
Dual hour rate method, 222 
Labour-hour rate method, 221 
Machine-hour rate method, 210 
percentage methods, 208 
Direct labour cost method, 209 
Direct material cost method, 208 
Prime cost method, 210 
Accelerating premium bonus plan, 151 
Accounting costs, 20 
Activity level, 543 
Activity ratio, 528 
Actual vs Predetermined overhead 
. rate. 233 

Accounting Punched card system 724 
with addiDg & calculating machines, 

723 

with book keeping and accounting 

machines, 723 
Administration cost, 13, 23 
Administrative expenses, 12 
Administrative overheads. 186, 223 
After sales service cost. 189 
Allocation of Overheads, 195 
Analysis of Variances, (see Variances) 
Angle of incidence, 645 
Anticipated coat, 541 
Apportionment of overheads, 195 
Appropriation of profits, 190 
Average cost method, 71 
Average stock level, 45 
Avoidable costs, 21 

B 

Bad debts, 188 
Balance of debt system, 143 
Band graph, 714 
Barth scheme, 150 

Base stock method of stores issue, 71 

Basic standards. 543 

Batch costing, 29. 300 

Bedaux of Points scheme, 150 

Bill of materials, 49 

Bin card, 52 

Bins and Racks, 42 

Bonus Annual, 185 


Bonus systems 

for indirect workers, 151 
Book keeping and A“° un “« hiDes _ 723 

advantages of, 724 
Break-even analysis, 630 
Break-even charts, 635 
advantages, 639 
limitation, 639 
Break even point, 630 
Budget— . . cl , 

administrative overheads, 513 
capital expenditure, 516 

cash or financial, 516 
committee, 505 
controller, 505 
cost of production, 512 
direct labour, 514 
factory overheads, 514 
fixed. 523 
flexible. 523 
implementation of, 526 
manual, 504 
master of final, 521 
materials, 512 
meaning of, 501 
period, 505 
preparation of, 507 
procedure, 506 
production. 509 
research and development, 521 
sales, 507 . . • . 

selling and distribution overhead. 51? 
types of, 507 
variance, 578 
Budgetary control, 501 
advantage, 502 
and standard costing 536 
limitations, 503 
meaning of. 502 
steps in, 504 
Budgeted costs, 541 
Budgeting, organisation for. 504 
Budget, responsibility for, 505 
By-product, 375 

C 

Calendar variance. 584 
Canteen costing, 418 
Capacity ratio, 528 
Capacity variance, 579 • 

Capital, interest on, 181 
Capital expenditure budget, 516 
Capital orders, 427 
Card time recorders, 115 
Cash budget, 516 
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Casual workers, 1^3 
Catalogues and price lists, 188 
Check or metal disc method of time- 
keeping, 114 
Circular diagrams, 708 
Classification of costs, 16 
Classification of materials, 42 
Codification of materials, 42 
Coding, integrated accounts, 479 
Combined time and job card, 120 
Component Part chart, 714 ’ 

Composite costing, 30 
Containers, cost of, 61 
Continuous costing, 32’ 

Continuous stock taking, 57 
Continuous stock verification, 90 
Contract costing, 29, 304 
cost-plus contracts, 306 
escalation clause, 307 
extras, 306 

indirect expenses, 306 
labour, 305 
materials, 304 
at site, 308 
payment, 307 
plant, 306 

profit on incomplete contracts, 309 
sub-contracts, 307 
work certified and uncertified. 308 
work-in-progress, 309 
Contribution, 624 
Control accounts, 
cost, 425 
cost ledger, 427 
finished goods ledger, 426 
•tores ledger, 59, 426 
work-in-progress ledger, 426, 604 
Control ratios, 528 
Control units, 729 
Controllable cosit, 21 
Conventional costing, 32 
Conversion cost, 24 
Co-partnership scheme, 152 
Computer, 728 
accounting with 
electronic computer, 728 
advantages, 731 
basic component, 728 
control units, 729 
disadvantages, 731 
functional unit, 729 
hardware, 729 

hiring the computer services, 732 
input units, 728 
internal storage units, 729 
magnetic tape, 729 
output unit, 729 
punched card, 728 
vs punched card accounting, 732 
punched paper tape, 728 
requisities for effective system, 731 
software, 729 
Coat, 10 


classification of, 16 
components, 13 
elements of, 11 
estimated, 253 
historical, 253 
variance, 
labour, 561 
material, 548 
overhead, 573 
Costs. 

anticipated, 541 

based on average of past perfor¬ 
mance, 540 
budgeted 541 
current, 541 
expected, 541 
ideal 540 
normal, 540 

reasonably attainable, 541 
Cost Accountancy, meaning & scope, 1 
Cost Accounting, 2 
importance, 7 
objections, 9 
objectives, 3 

versus financial accounting, 4 
Cost account number, 194 
Cost Allocation, 6 
Cost Apportionment, 2b 
Cost Ascertainment, 25 
Cost Audit, 3. 734 
advantages, 737 
cost records, 743 
and financial audit, 735 
functions. 735 

and management audit, 736 
implementing authorities, 736 
programmes, 740 
report, 744 
techniques, 739 
under companies act, 1956, 743 
Cost centre. 24 
Cost control, 3,26 
Cost control accounts, 425 
Cost estimation, 25 
Cost ledger, 426 

Cost ledger control account, 427, 

Cost plus contracts, 306 
Cost reduction, 26 
Cost Reports, 690 

review of reports, 69- 
routine reports, 690 
special reports, 692 
Cost sheet, 253 
Cost unit, 24 
Cost variance, . 
labour, 561 
material, 548 
overhead, 573 • 

Costing, 2 

absorption, 31 
batch, 29 
canteen, 418 
composite, 30 
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continuous, 32 

contract, 29. 304 

cost-plus, 29, 364 

department, expenses of, 190 

departmental, 30 

direct. 31 

historical, 32 

job. 29, 292 

ledgers, 425 

marginal, 31, 612 

multiple, 30 

office, records by, 54 

operating, 30. 406 

operation. 30 

output, 30, 251 

post. 32 

power house. 415 
process, 30. 339 
standard. 32. 535 
system, installation of. 26 
• types of,.29 
uniform, 31.671 
unit, 30. 251 
Creditors ledger. 425 
Current costs. 541 
Current standards, 543 

D 

Daily muster roll, 112 
Daily time sheet, 117 
Danger level. 44 
Debtors ledger, 425 
Decision making costs. 20 
Decremctal cost, 22 
Defective, 179 
Defective work, cost of, 179 
Departmental costing. 30 
Departmentalisation of overheads. 195 
Deprecation, 176 
Development, 23. 183 
Diagrammatic presentation, 694 
advantages of. 694 
bar diagrem. 696 
circular or pie diagram, 704. 708 
histogram?, 716 
historigrams. 711 
limitations of, 695 
line diagrams. 696 
rcctangual dicerams. 705 
square diagrams. 707 
Dial time record* r. 114 
Differential Costs. 22 
Differential piece ratts- 
Merrick. 148 
Taylor. 147 

Diminishing balance method, 178 
Direct costs, 19 
Direct costing, 31 
Direct expenses. 12. 164 
Direct labour, 11. 108 
Direct labour cost method, 209 
... i-kaii r hour me 


Direct labour variances, 561 
Direct material, 11 
Direct materialcost method, 
Direct material variances, 545 
Discounts, 61, 189 
Distribution cost, 23, 
Distribution of overheads, 

Administration or office, lls 

Factory, 197 , 

Selling and distribution 2Zt> 
Distribution overheads. 188 
Double-entry cost accounting, 

Dual-hour rate method, 222 


Economic ordering quantity, 44 
Efficiencv ratio. 528 
Efficicn > variance - 
fixed overhead. 579 
Elemcntsofcost.il 
Emerson’s efficiency 
Employee’s history card, no 
Equivalent production. 35o 
Escalation clause, 306 
Estimated cosiing. 536 1QQ 

Exhibition expenses, periodical. 15* 
Expected cost«, 541 
Expenditure variance — 
fixed overhead, 577 
variable overhead. 575 
Expenses. 11 
direct, 12 
indirect. 12 

manufacturing. 12 

office, 12 . 

selling and distribution, 12 
Expenses on removal and erection ot 
Machinery. 180 
Economic bath quantity. 301 
Experimental expenses, 180 

F 


Factory cost, 13 
Factory expenses, 12 
Factory overheads. 175 
absorption of, 208 
budget, 514 

collection and classification of, 197 
departmentalisation of 197 

distribution of, 197 
Financial accounts. 

items shown only in, 450 
reconciliation with cost, 451 
Financial ledgers. 425 
Finished goods ledger. 426 
Finished goods ledger control account, 
426 * 

First-in-first-out method. 64 
Fixed budget. 523 
Fixed costs, 16 

instalment method, 17 


% 



888 


CO n ACCOUNTING 


Fixed overhead variances, 577 
Flexible budget, 523 
Fringe benefits, 185 
Forecasts, making of, 506 
Fuel and power, 184 
Functional unit, 729 

G 

Gantt task and Bonus system, 149 
General ledger, 425 

General ledger adjustment account, 42? 
Graphic presentation, 711 
Group piece work, 141 

H 

Halsey plan, 144 

Halsey-Weir premium plan, 144 

Hand written records, time keeping. 112 

Hardware, 729 

Hayne’s pjan. 150 

Highest in first out method, 68 

Hiring thec’omputer services, 732 

Histograms, 716 

Historical costing, 25 

Historigrams, 716 

Holiday pay, 131 

Hour-to hour bonus plan, 146 

Hypothetical costs, 21 

I 

Ideal cost, 540 
Idle facilities, 179 
Idle time card, 118 
Idle time, 131 

Idle time labour variance, 564 
Imputed costs, 21 
Incentive plans, 143 
Incremental costs, 22 
Indirect costs, 19 
Indirect expenses, 12 
Indirect labour, 11, 108 
Indirect material, 11 
Individual and group bonus schemes, 151 
Individual piece-work, 141 
Inflated price method, 80 
Input units, 728 
Inspection of materials, 40 
Installation of costing system, 26 
Integrated accounts, 478 
Basic requirements, 479 
accumulation of accounting data 
in separate subsidiary ledgers, 479 
coding, 479 
control accounts, 480 
Distinction between ‘interlocking’ 
and ‘integration’, 484 
Journal entries, 481 
Items to be considered separately, 
481 

Meaning and advantages, 478 
Third entry method. 484 


Integrated data processing, 723 
Interfirra Comparison, 671 
Internal storage unit, 729 
Interfirm Comparison, 681 
advantages, 684 
• limitations, 684 
meaning, 681 
objectives, 681 
requirements, 681 
Inter-process profits, 386 
Inter-service department transfer, 204 
Interest on Capital, 181 
Inventory Control, 99 
Inventory records, maintenance of, 52 
Irrelevant costs. 20 

Items excluded from cost accounts, 189 
Items included in cost accounts only 451 
Items iucluded in financial accounts 
only, 450 

J 

Job analysis. 111 
Job cards. 113 
Job cost card. 294 
Job costing. 29. 292 
procedure, 293 
objectives. 293 
work-in-process, 296 
Job ledger, 426 
Job order number, 293 
Job ticket. 296 

Job time booking, method of, 117 
Joint products, 376 
Journal entries, 

cost control accounts. 428 
integrated accounts, 481 
Journal, purchases, 51 

K 

Key factor. 505, 626 
Key recorder, 114 

L 

Labour, 11, 108 

accounting for, 154 
budget, 514 
co-partnership, 152 
contract costs, 305 
cost card, 120 
cost control. 109 
cost variances, 561 £ 

direct, 11, 103 
hour rate, 221 
indirect, 11, 108 # • 

method of remunerating, 138 
overtime, 133 
placement requisition, 109 
turnover, 135 
variance, 561 
welfare expenses, 186 
Last-in-first-out method, 6b 
Leave wages, 184 
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Machine-hour rate method, 210 
Magnetic tape, 729 
Maintenance and repairs, 18S 
Manufacturing expenses, 12 
Margin of safety, 645 
Marginal costing, 612 
Marginal cost equation, 631 
Marginal costing, 31, 612 
absorption costing, 615 
advantages, 650 
angle of incidence. 646 
break-even analysis, 630 
break-even charts, 635 
break-even point, 630 
contribution, 624 
differential Costing, 
limitations, 639 
margin of safety, 645 
profit/volume ratio, 625 
techniques, application of, 652 
Market price method, 7 Q 
Market research, 189 
Master budget, 521 
Materials, 11 
abstract, 59 
accounting for, 99 
bill of, 49 
budget. 512 
checking of, 41 

classification and codification of, 42 

control, 37 

cost variance, 548 

direct, 11 

incoming. 61 

indirect, 11 

inspection. 41 

issuing, 49 

maximum and minimum, 43, 44 
outgoing, 63 
price variance, 548 
purchasing of, 38 
received report, 41 
receiving of, 40 
requisition, 49 
returned note, 50 
storage of, 41 
transfer note, 51 
turnover of, 94 
usage variance, 550 
valuation of, 61 
Material control, 93 
Material losses, 95 
defectives, 98 
scrap, 96 
spoilage, 97 
waste, 95 

Maximum level, 43 

Mechanised Accounting and controu^ 

Accountidg with adding and calcu, 
lating ma chine, 723 
Factors to be considered before 


introducing, 722 
Machines used, 721 
Preliminarian to setting of, 724 
Memorandum recociliation account. 

preparation of, 454 
Merrick multiple piece rate, 148 
Minimum level, 44 
Mix variance, 
labour, 564 
Materials. 551 
sales, 597 

Motion study, 111 _ 

Moving simple average price method, 

Moving weighted average price method, 
79 

Multiple costing, 30 
N 

Next-in-first-out method, 68 
Net balance Charts, 711 
Night shift allowance, 134 
Normal costs, 540 
Normal process loss, 343 


Obsolescence, provision for, 179 
Office cost, 13 
Office expenses, 12 
Office overheads, 186 
distribution of, 223 
Operation costing, 30 
Operating cost mg, 30. 406 
determination of unit of 
fixed and variable evoenscs, 408 
Opportunity cost, 22 
Ordering level, 44 
Out of pocket costs, 22 
Output costing, 30, 251 

components of cost for, 251 
cost sheet, 252 
production account, 254 
treatment of scrap, 257 
treatment of stock, 254 
Finished goods, 255 
Raw materials, 254 
Work-in-progress, 2^ 

Output unit, 729 
Outworkers, 123 
Overhead rate, 

^determined. 233 
Overheads— 
abnormal, 1;^ 
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193 

collection of, 193 
controllable, 171 
departmentalisation of, 195 
distribution, 193 
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distribution summary, 193 
fixed, 171 
general. 170 
normal, 170 
semi-variable, 171 
segregation of, 621 
uncontrollable, 171 
variable, 171 
variances, 573 

Over-absorption of overheads, 235 
Overtime, 133 

P 


Packaging costs, 189 

Patent fees, 184 

Patterns and dies, cost of. 185 

Paymaster’s department, 124 

Pay-poll accounting, 125 

Pay-slip. 128 

Period costs, 19 

Periodic inventory system. 56 

Periodic simple average price method. 

Periodic stock verification, 90 
Periodic weighted average price method 


Perpetual inventory system. 56 
Piece-rate, differential. 147 
Piece-wage system, 140 
group, 141 
individual. 141 
Piece work card record, 122 
Piediagram, 708 
Plant, 

depreciation, 176 
issued to contract, 306 
Post costing, 32 
Powerhouse costing, 415 
Pre-production cost, 24 
Presentation of cost information .686 
advantages of diagrammatic presen 

tation, 69< 

importance of information, 686 
limitation of diagrammic present a 

tion, 

meaning of report, 686 
requisites of a good report, 687 
f or elective reporting, 689 
°l c ? sl reports. 690 
PricXS?A*2 8ran "- 695 

pKUSffif - 544 

materials, 548 
sale,. J92. 596 

Pr c £5 ” ethod ». appraisal of. 89 
” riC1 room,™* ' er al> returnci * to stock 
Pricing of material! returns to vendor 


Priestman's bonus plan 151 

Prime cost. 13 

p rimc cost method, 210 


Process costing. 30, 3iy 
abnormal effectives, 348 
abnormal loss, 346 
by-products, 375 
equivalent production, 356 
evaluation of process costs by FIFO 
method, 360 
by average method, 374 
general principles. 339 
inter-process profits, 386 
joint products, 376 
process loss, 343 
scrap, 343 
wastage, 343 
work-in-progress, 350 
Product costs, 19 
Production, ‘ 
account, 254 
budget. 509 
cost, 23 
expenses. 12 
order, 293 
Profit, 

chart, 635 
inter-process, 386 
on incomplete contracts, 309 
sharing. 152 
volume ratio, 625 
Progress advice, 298 
Punched card system. 724 
Punched paper tape, 728 
accounting. 724 
advantages, application, 726 
limitation, 728 
operation, 725 
pre-requisites. 727 
supporting machine, 725 
Purchase order, 39 
Purchase requisition, 38 
Purchasing procedure, 39 
Purchases journal, 61 

Q 

Quantity standards, 544 
Quaotity variance, 
materials, 550 
sales. 591,597 


R 

Range charts, 713 
Rate variance, labour, 562 
Ratios, control. 528 
Reasonably attainable costs, 541 
Reasons for differences in costs and 
cost practices. 672 
Receiving of Materials, 40 
Reconciliation of cost and financial 
accounts. 450 
causes of difference, 450 
abnormal gains and losses, 452 
depreciation, 452 
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items included in cost accounts only, 
451 

items included in financial accounts 
only, 450 

appropriation of profits, 451 
purely financial changes, 451 
purely financial income, 451 
overheads, 451 

valuation of stock and work-in- 
progress, 452 

preparation of memorandum 
reconciliation account, 454 
preparation of reconciliation state¬ 
ment, 453 

Rectangular diagrams, 705 
Relevant costs, 20 

Rent Charges, factory buildings, 180 
Remuneration of labour, methods of, 

138 

Re-ordering level, 44 
Re-ordering quantity, 45 
Repairs & maintenance, 184 
Repeated distribution method. 205 
Replacement price method, 79 
Requisition, 

labour placement 109 
material, 49 
purchase, 38 
Research costs, 23, 183 
Revaluation method, 178 
Rowan plan. 145 
Royalties, 184 

S 

Sales, 

budget, 507 
variances, 591 
Scrap, treatment of, 257 
Scrap, process costing, 343 
Selling and distribution costs, 23 
Selling and distribution expense, 12 
Selling and distribution overheads, 187 
absorption of, 227 
direct. 226 
distribution of, 226 
indirect, 226 
Selling cost, 23 
Selling-overheads, 187 
Semi-variable cost, 16 
Service department, 

apportionment of overheads, 199 
Service orders, 427 
Shut-down costs, 20 
Silhouette chart, 712 
Square diagrams, 707 
Simple-average price method, 71 
Simple job card, 118 
Simultaneous equation method, 204 
Single costing (see output costing) 
Soft ware, 729 
Specific price method, 63 
Spoilage, 97 
Standard. 


cost method, 81 r 

cost meaning and determination ot^ 

output or production, 547 
overheads, 574 
overhead rate, 573 
rate, 546 
sales. 547 
time, 545 
Standards, 
basic, 543 
current, 543 
direct labour cost, 545 
direct material cost, 544 
overheads, 546 
fixed, 546 

manufacturing. 547 
office and administration. 547 
selling and distributian, 547 
variable. 547 

preliminaries to setting of, 542 
price. 544 
quantity, 544 
revision of, 548 
setting of, 543 
Standard costing, 32, 535 

accounting procedure of 602 
advantages of, 538 
application of the technique of, 5 
budgetary control and, 536 
definition of. 535 
limitations of, 539 
versus historical costing vs. 
estimated costing, 536 
Standind order number, 194 
Step costs, 17 
Stock audit. 89 
Stock treatment of. 254 
Stock valuation, 89 
Store-keeper records by, 52 
Stores material control record, 54 
Stores ledger, 54 

Stores ledger control account, 59, 4Zt> 
Subscriptions. 189 
Sunk costs. 20 


T 

Taylor’s differential piece rate. 147 
Third entry method, 484 
Timecard, 116 

Time-keeping department, 112 
time records : 
attendance. 111 
job. Ill 

Time-recording clocks, 114 
Time study. 111 
Time variance, labour, 563 
Time-wage system, 139 
Total cost, components of 13 
Township, maintenance cost, 186 
Traceable costs, 23 
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Training expenses, 186 
Transport costing, 408 
Trial and error method* 206 
Turnover of materials, 94 


U 


Unavoidable costs. 21 
Unc ontrollable costs, 21 
Under-absorption of overheads, 235 
Uniform costing, 35, 671 
Unit costing, 30, 255 
Untraceable costs, 23 
Usage variance, materials, 550 
Uniform cost accounting, 679 
advantages of, 680 
essential features of, 679 
Uniform costing, 31, 671 
accounting for, 681 
advantages of. 673 
applications of, 673 
essentials for the success of. 674 
fields for uniformity, 676 
limitations of, 676 
objectives of. 673 
uniform costing and uniform cost 
accounting, 670 
uniform cost manual, 678 


Value variance, sales, 591, 596 
Variable cost, 16 
Variable overheads. 575 
Variable overheads variances, 57 5 
Variances, 

accounting procedure, 602 
analysis of, 548 
control of, 600 
direct labour, 561 
cost. 565 
idle time, 564 
mix, 564 
rate, 562 
time, 563 
yield, 554 

direct materials, 548 
cost, 548 
mix, 551 
price, 548 

quantity or usage, 550 
yield, 554 
disposal of, 605 
overheads, 573 
Fixed overheads, 577 
budget or expenditure or level 
578 

calender, 584 
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capacity, 579 
cost, 577 
efficiency, 579 
volume. 578 
yield, 586 
variable overheads 
expenditure, 575 
revision variance, 572 
sales, 591 

with reference to profit, 596 
mix, 597 
price, 596 

price, quantity, 597 
value, 596 
volume, 597 

with reference to turnover, 591 
mix, 592 
price, 592 
quantity, 592 
value, 591 
volume, 592 
Variance reporting, 

Volume variance, 
fixed overheads, 578 
sales, 592, 597 
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W 


Wages payment, methods of, 138 
Wages. - 

abstract, 130 
casual workers, 123 
deduction, 126 
gross, 125 
night work, 134 
out-workers, 123 
overtime, 133 
payment of, 528 
sheet, 125 
Waste, 95 

Weekly, time sneet, 118 
Weighted average price method, 73 
Work-in-progress, 


contact costing, 309 


job costing, 296 
ledger, 426 
ledger control account, 426, 604 
process costing, 356 
stock of, 255 

valuation of (reconciliation). 452 
Works cost, 13 
Works expenses. 12 


Yield variance, 

fixed overhead, 586 
laboju, 5641 


laooju, 

• ’ Library., c)*} 


Iqbal 

tvl 




YOU MAY WRITE YOUR NOTES HERE 



